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How facts in a specific case alter 


general valuation rules for estate tax purposes 


by Eric H. Wiles, cpa, partner: Griffith, Wiles & Co., Seattle 


Almost every estate has some kind of valuation problem. The law, regulations, general rules are well 


known. But rarely does a particular case fit exactly into the established pattern, This article shows 


how deviation from the pattern is justified, or necessary, to get at fair value. The author’s intent here 


is to be helpful to the tax man who is dissatisfied with a superficial application of the rules. 


IFT AND ESTATE TAXATION REQUIRES determina- 

tions of: value in almost every case, since a 
relatively small part of gift and estate transfers 
*“consists entirely of cash. Value is primarily a fac- 
tual matter. The Internal Revenue Code and the 
Commissioner’s regulations set the rules, and the 
application of those rules is not difficult. Only a 
small part of the tremendous volume of litigation 
on questions of valuation deals with rules of law. 
The proper approach to most valuation cases is not 
legal argument, but a presentation of all of the facts, 
supported by all available evidence, supplemented, 
if necessary, by competent expert opinion. 

The terms “value” and “fair market value” are, 
for all practical purposes, synonymous. They are 
defined in the Estate and Gift Tax Regulations as 
the price at which the property would change hands 
between a willing buyer and a willing seller when 
the former is not under any compulsion to buy and 
the latter’s not under any compulsion to sell. Court 
decisions frequently state in addition that the hypo- 
thetical buyer and seller are assumed to be able, 
as well as willing, to trade and to be well informed 
about the property and concerning the market for 
such property. 

We have to ponder well the words “fair” and 
“market” in the phrase “fair market value.” They 
help us determine whether sales made under com- 
pulsion establish value. They help us determine 
whether unusual market conditions establish value. 
They help us asses the effects of manuipulated, 
misinformed or exhausted markets. Let’s get specific. 
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If you are valuing an estate for tax purposes, 
and among the assets you have 1,000 shares of Amal- 
gamated Omitrad, what is it worth? That’s easy, 
fair market value of stock is the amount of cash 
you could get if you sold it. Now if you have a 
free, open and active market for that stock in which 
prices are determined by the law of supply and 
demand, your problem is simple. You take the value 
as indicated by market quotations, and you’d have 
a hard time getting the courts to consider any other 
evidence. 

Stock valuation cases fall into three groups: 

1. The stock has a market, and there are quota- 
tions sufficient to value the stock in question as of 
the valuation date. 

2. The stock has a market, but market prices 
are claimed to be inconclusive for the size of the 
block to be valued, or market prices reflect irreg- 
ularities in market conditions. 

3. The stock has no market. This group includes 
most close corporations. How do we determine 
value? 


Market price is the usual yardstick 

The speculating public is often irrational and 
sometimes hysterical; a function of markets is to 
reflect the varying moods of optimism and pessim- 
ism. You can’t ignore the market prices when 
determining value merely because you consider 
them cockeyed, even though subsequent events 
may have shown them to be unduly inflated or 
deflated. It is true that in extreme cases intrinsic 
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values are substituted for the verdict of the mar- 
ket, but not very often. The valuation cases derided 
in the early thirties prove this point. In the valu- 
ation of stock of United Aircraft in early 1929, for 
example, the market value was around $90 and 
expert witnesses, stating that the market was hys- 
terical, said that values in excess of $40 could not 
be supported. The $90 market price ‘was sustained. 
That seems justified, because if you’re going to look 
behind market value in every case, you might as 
well drop market value as a yardstick. 

How far the market value must have deviated 
from value computed by other means before it be- 
comes meaningless is impossible to say. It depends 
on the facts. No two cases are exactly alike; even 
if they were, two judges may view them differently. 
Generally, however, a free and active market will 
establish fair market value. 

What do you do when you have market values, 
but for one reason or another they are not fair 
values? 


High pressure sale 

In 1917, long before the days of the SEC there 
was a corporation organized in Minnesota to engage 
in the cereal business. All it had at the start was 
an assigned contract to purchase the assets of an- 
other successful cereal company. It had to raise 
money. So it sent a force of salesmen into the vil- 
lages and smaller cities of Minnesota and Wisconsin. 
They labored, and their labors were successful. 
They made, in all, about a thousand sales, in lots 
averaging about 15 shares, at prices from $10 to 
$12.50 per share on the installment plan. No sales 
were made in St. Paul, but a few were made in a 
town called Sleepy Eye. 

As the installments from the villagers were col- 
lected, the first proceeds went to the promoters, who 
received from 20 to 35 percent commission. In 
addition to the sales to the good country folk, the 
vendor of the cereal assets got stuck with some of 
the same stock, and it was the valuation of this 
stock as part of the sales price that raised the ques- 
tion. The cereal company, by the way, went broke! 

The Board of Tax Appeals realistically stated 
that even the promoters didn’t seem to think that 
the stock was worth its par of $10 per share — they 
were interested mainly in the lush commissions. 
The board of directors of the cereal company, fur- 
thermore, had had no experience in the cereal busi- 
ness. Altogether, the Board of Tax Appeals decided 
that it would be too optimistic to assign even a specu- 
lative value, and finally decided upon no value at all. 


Impoverished remainderman 

While these “high pressure” stock sales techniques 
are supposed to be a thing of the past, there may 
be other pressures on buyer or seller which make 
the price paid a poor test of value for tax purposes. 
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A case in point is that of remaindermen. You can 
value the interest of a remainderman by consulting 
mortality tables for a life tenant and by discounting 
the value of the corpus over that period. The Com- 
missioner attempted to do that to a man named Korn 
about 17 years ago, and his representatives objected. 
They stated that markets for the sale of remainder 
interests existed in New York, Boston, Philadelphia 
and Chicago, and they produced an expert witness 
to testify to the value of the interest at such mar- 
kets. Those markets exist because some remainder- 
men are compelled to liquidate their interests under 
pressure of extreme need for money. The amount 
they receive is about a third of that available upon 
maturity of the life estate. Of course, the Board 
in that case decided that such a sacrifice sale price 
did not represent fair market value. Compulsion 
was involved. 


Monopolistic market 

In the classic case of Heiner v. Crosby decided 
by the Third Circuit in 1928 there was involved 
the fair market value of oil stock which Mrs. Crosby 
had received from the estate of her deceased hus- 
band. On the date she received it, the price on the 
exchange was about 14% per share. However, a 
fair market value of 22% per share was approved 
by the Court because, surprising as it may seem, 
the stock market quotations did not set a fair price. 
The Court found that the independent oil operators 
of western Pennsylvania had for a long time suf- 
fered from monopolistic control, which interfered 
with and restricted every means of disposing of oil 
stock. As a result, average monthly sales were only 
about one percent of the shares outstanding. 

There we have three examples of sales which do 
not establish a fair market value: (1) the high 
pressure sale, (2) sale by the impoverished remain- 
derman, and (3) the sale in monopolistic market. 
So it is evident that the presumption that the mar- 
ket price represents fair market value may be re- 
butted. 


Blockage Rule 


The second class of valuation cases includes those 
where the stock has a market, but the market prices 
are claimed to be inconclusive for the size of the 
block of stock to be valued. 

It is a basic economic fact that the sudden un- 
loading of a large quantity of a commodity tends to 
drive the price down. If you have a market which 
is active, but the turnover is clearly not broad 
enough to absorb a large block without a decline in 
the price level, what do you do? It’s pretty hard 
to deal in generalities on this subject, but the 
“blockage rule,” where its use its appropriate, at- 
tributes a lower per share price to a large lot than 
is indicated by market quotations for small lots. 

You have to use this rule with caution. You 
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can’t assume that the block will be dumped upon 
the market all at one time. You have to consider 
orderly liquidation. One valuation case involved 
50,000 shares of duPont common, which was selling 
on the valuation date at $153. The volume on that 
day, however, was only 1,400 shares. In that case 
it was decided that an orderly liquidation of the en- 
tire lot would take 90 days, and so, after consider- 
ing the market fluctuations for the three months 
following the valuation date, the value was reduced 
from $153 to $135 per share. 

The blockage rule is not applied as a matter of 
course. There does not even appear to be a pre- 
sumption that the dumping of a large block will 
depress the market. It boils down to the necessity 
for a factual presentation of the impossibility of 
selling the block of stock in question within a rea- 
sonable time after the valuation date for the price 
prevailing at that date. 


Valuing closely held stock 


The valuation of capital stock of closely held 
corporations is the most troublesome of all and to 
make matters worse, it’s a common situation; one 
with which every tax man has had considerable 
experience. 

Because the shares in a closely held corporation 
are traded rarely there are usually no actual sales 
to serve as a guide to the stock’s value. Further, if 
the stock is owned by members of a family, when 
transfers of the stock do occur they may not reflect 
“fair market value.” 

We have said that valuation is a factual matter. 
Of course facts, by themselves, mean little. There 
must be someone — call him an appraiser — to re- 
ceive those facts, evaluate them, and convert them 
to the basis for an opinion or a conclusion. Common 
sense and reasonableness must enter into the deter- 
mination of value. 

The Internal Revenue Service has stated that the 
following factors, although not all-inclusive, should 
be considered in the valuation of stock of closely 
held corporations: 


The nature of the business and its history 

This study will reveal the degree of stability of 
the business and the extent of diversity. If the 
company is highly sensitive to economic factors over 
which it has no control, the appraiser must weigh 
the probable future trend of those economic factors. 
Take the canned salmon industry for example. In 
1953 canned salmon production was 25 per cent 
below average due to a failure of the salmon run 
in certain districts. That was disastrous. In the 
valuation of stock in a closely held salmon company, 
the appraiser must take into consideration his own 
opinion as to whether that failure is likely to be 


temporary or permanent. To accomplish this, he 
will probably seek guidance from statistics of the 
Fish and Wildlife Service. Also, he will give weight 
to the extent of diversification — does the company 
have products other than salmon — tuna, for exam- 
ple, or fruit and vegetables—to help soften the 
blow of a failure of salmon supply. In a study of 
the nature of the business and its history, records 
of past earnings and dividends are significant. 


Book value 

Sometimes book value is important — sometimes 
it isn’t. Suppose it were possible to conduct a legal 
or accounting practice in the corporate form — how 
important would it be in valuing the going business 
as a whole to know the book value of the library 
and furniture and other assets? That would mean 
nothing. In that case it would be volume and over- 
head which would serve as a yardstick for the value 
of the practice. But on the other hand, suppose 
we are valuing a small telephone company or other 
utility whose rates, set by regulatory bodies, are 
based upon an allowable return on capital invest- 
ment. Then book value would become important. 
In computing book value, you must review the bal- 
ance sheet carefully. You must ascertain whether 
the allowance for doubtful accounts is adequate, 
whether inventories are properly valued, whether 
there are any actual liabilities not recorded, or 
material amounts of contingent liabilities. You 
should restate marketable securities owned by the 
corporation at market value, but in doing so, don’t 
forget to provide for the capital gains tax due if 
that value were to be realized. The thing to re- 
member in determining book value per share is 
that the stock represents a proportionate ownership 
of specific assets. How valuable those assets are 
usually depends on their earning power. 


The economic outlook 

In this study, the appraiser must take into account 
current and prospective economic conditions and 
the relationship of the subject corporation to others 





Tools for determining value 


Expert appraisals 

Sales of similar property 

Options 

Market quotations 

Size of subject matter 

Engineering estimates (of minerals in place) 
Earning power 

Location of subject matter 

Fractional interests 

Financial statements 

Restrictions surrounding subject matter 
Interest rates 

Fair returns on investment 




















in the same industry. He must know whether the 
corporation whose stock he is valuing is more or less 
successful than its competitors in the same industry, 
and in a broader sense he must know the competi- 
tive position of the industry in the national economy. 
Can butter compete with margarine, or vice-versa? 
Will cocoanut milk replace cows milk? What will 
be the effect on the lingerie business of Marilyn 
Monroe’s reported failure to wear underclothes? 
Those things are important. 


Earning capacity 

Ordinarily, this is vital. You can’t make an intel- 
ligent valuation unless you have analyzed the earn- 
ings for the past five or ten years. Points to watch 
in this analysis are nonrecurring income or ex- 
pense items, officers’ salaries, depreciation and de- 
pletion allowance, etc. You must watch for trends. 
It is obvious, for example, that a corporation with 
gradually increasing income is worth more than 
another with the same assets but a declining level 
of income. Don’t underestimate the importance of 
earning capacity. You would be on safer ground, 
in most cases, to buy into a business solely on the 
basis of its income statement than if you depended 
solely on its balance sheet. 


Goodwill 


Goodwill is the toughest question of all. Is there 
any goodwill? If so, what is it worth? In the final 
analysis, goodwill is based upon earning capacity. 
The presence of goodwill, therefore, rests upon the 
excess of net earnings over and above a fair return 
on net tangible assets. That goodwill may spring 
from a man’s personality, and may collapse upon 
that man’s death or withdrawal. It may be based 
upon trademarks or brand names or processes. In 
any event, in the valuation of goodwill, earnings in 
excess of a fair return on the tangible assets are 
capitalized at some rate. That’s where you run into 
trouble. That there is no ready or simple solution 
will be made apparent by a cursory check of the 
rates of return and dividend yields in terms of the 
selling prices of corporate shares listed on the ma- 
jor exchanges. No standard tables of capitalization 
rates can be formulated. 


Comparable business 

The Revenue Act of 1943 added a new rule for 
the valuation of unlisted securities. You may do 
so by reference to the value of listed stocks of cor- 
porations in similar lines of business. Of course, 
the selection of the comparable companies should 
be made wisely. 


Dividend capacity 

In a close corporation, the dividend history doesn’t 
mean very much. For obvious tax reasons, the em- 
phasis will usually be on higher salaries and bonuses 
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than on dividends. At best, dividends in a close 
corporation are keyed to the income needs of the 
stockholder, or on their ability to walk the fine 
line between a desire to avoid personal income taxes 
and their fear of Section 102. 


Restrictive agreements 

Frequently the stock of the closely held corpora- 
tion is subject to an agreement restricting its sale 
or transfer. Where the issuing corporation reserved 
an option to repurchase at a certain price, that price 
is usually accepted for estate tax purposes. But in 
the usual case where the option, or buy and sell 
agreement, is the result of voluntary action by the 
stockholders, and the option is to become effective 
only at death, the fair market value is not limited 
to the option price. 


Is the business dominated by one man? 

Is there a trained successor to the key man of 
the business, or will his death disrupt the operation? 
If the appraiser finds that there is no lack of trained 
personnel, that the loss of the key executive is 
covered by life insurance, or that the business is 
of a type in which personalities or personal rela- 
tionships are relatively unimportant, he may be 
inclined to put little weight on the fact that the 
business is a one-man show. On the other hand, the 
absence of any of those factors might well result in 
a lower prospective stock value. 


Valuing stock in general 


Many other factors affect the valuation of stocks 
whether or not there are market quotations avail- 
able. 


Valuation must be at a specific date 

It seems superfluous to state that value must be 
determined as at a certain date. That date might 
be the date of a gift, the date of death, or one year 
thereafter, the date of receipt of income, or March 
1, 1913. But the necessity of valuing as of a certain 
date raises lots of problems. 


The Guggenheim case 
About thirteen years ago the Second Circuit stated 
the problem succinctly. (Readers will probably rec- 
ognize in the following quotation the incomparable 
style of Judge Learned Hand.) 
“Estate taxes are assessed upon value at the decedent’s 
death (often with extremely harsh results) and present 
value is present opinion. Only so far as present opinion 
is composed in part of a forecast of the future can the 
future be supposed to have anything to do with it; and 
it really has none even then because a forecast of the 
future is an entirely different thing from the actual 
future which will confirm or falsify it.” 
Judge Hand was talking about the valuation of stock 
in a company exploiting Chilean nitrates. Daniel 
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Guggenheim had some of the stock when he died 
in the fall of 1930. At that time, negotiations with 
the Chilean Government were under way, looking 
to the creation of a cartel or monopoly, under gov- 
ernment auspices, and prospects were bright for the 
nitrate industry. However, the cartel collapsed two 
years later and the company was dissolved. In that 
sort of situation, you can’t use hindsight. In a de- 
termination of value as at a certain date —in this 
case the date of death— you must use facts and 
opinions as they existed at that date, whether or 
not hindsight has proven them to be wrong. No 
reduction was allowed in the valuation in that case 
due to post-death events. 

But we must use caution here — you will see that, 
in the Chilean nitrate situation, its collapse could 
not have been forseen as at the date of death. If it 
could have been, the result could well have been 
different. 


The cancerous annuitant 

In the valuation of a life annuity for estate tax 
purposes, the usual procedure is to use standard 
life expectancy tables for a person of the age and 
sex of the annuitant. In a recent case in San Fran- 
cisco, that expectancy was sixteen years, and the 
Commissioner based his computation upon the cost 
of comparable contracts from regular sellers of an- 
nuities. Actually, the annuitant died within a year 
and a half. Under the rules that we’ve been talking 
about, we couldn’t consider that fact. But the dis- 
tinguishing point in this case was that the annuitant 
had an incurable cancer, which fact was known at 
the estate valuation date. That, of course, changed 
the situation and value was computed upon the 
actual expectancy, rather than the theoretical one. 


Valuing real estate 


Almost all people die possessed of real property. 
How do you prove its value? Has cost has any 
significance? There are two types of cost to con- 
sider; historical cost and replacement cost. 


Historical cost 

Historical cost, or the price the decedent actually 
paid for the real property, usually doesn’t mean a 
thing. Original cost and market value are entirely 
different matters. Price levels prevailing during 
the war and post-ward periods have amply demon- 
strated that fact. It is true that cost ordinarily rep- 
resents fair market value as of the date of purchase, 
but the question that’s hard to solve is how to evalu- 
ate the changes in the interval between the date of 
purchase and the valuation date. The longer the 
interval, the greater the problem. You’d have to 
consider market trends, development of the sur- 
roundings, paving of streets, increase in population 





and, of course, depreciation. It is rarely that cost 
minus depreciation is used as a basis of valuation 
of real property. 


Replacement cost 

Replacement cost as at the valuation date acts as 
a limiting factor on fair market value in normal 
times. Usually a purchaser would not be willing 
to pay more for an existing property than the cost 
of its replacement (after considering depreciation). 
There are times, however, when replacement cost 
has but academic interest, as for example, in a 
period of shortages of labor or materials. You can 
say, generally, that there is ample justification for 
basing property appraisals on replacement cost, ad- 
justed for depreciation. 


Assessed value 

Ordinarily, value as assessed for local real and 
personal property tax purposes cannot be used as 
indicating fair market value. Generally, the two 
have nothing in common. In the unusual case, how- 
ever, it may be possible, through testimony of local 
tax officials, to establish the relationship between 
assessed and market value as at a particular date. 


Mortgaged property 

The extent to which a property has been mort- 
gaged may give an indication of value as at the 
time the mortgage was taken particularly if the 
mortgagee is an insurance company or a bank. 


Rental value 

The rate of return from a property in the form 
of rents may be a decisive factor in the establish- 
ment of fair market value. Earning power is a relia- 
ble guide in the determination of value, and the 
terms of a long-term lease may well limit the value 
of the leased property. However, we must use a 
measure of caution here, and be sure that the rental 
value indicates a fair return. If, for example, you 
had purchased land as a speculation anticipating 
future civic growth, and in the meantime rented it 
out as farm land, the capitalized income from rent 
may not be indicative of the true value. 


Offers to buy or sell 

Offers to buy or sell, standing alone, do not mean 
very much. But when you couple those offers with 
proof that the offer was made in good faith, by a 
financially responsible person willing to pay the 
price offered, and in full possession of all relevant 
facts, you can at least establish a floor with respect 
to offers to buy, and a ceiling with respect to offers 
to sell. 


Sales prices of similar property 
Where you have a situation in which you can 
prove the prices actually paid for similar property, 
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you have material and competent evidence of fair 
market value. However, in any case in which the 
property sold is not identical with the one to be 
valued, you must cope with the question as to what 
extent they are comparable. Particularly with re- 
spect to improved property this question is a diffi- 
cult one, since buildings are rarely exactly alike. 


Appraisals and opinion testimony 
Probably the most common method of proving 
value of real estate is by the testimony of experts. 
That the Tax Court appreciates the value of such 
testimony is evident from its admission in one case 
that: 
“the decision in this case is difficult because the parties 


have failed to introduce the testimony of well informed 
and sound witnesses on valuation” 


It goes without saying that the expert must be 
qualified by background, occupation and experience. 
He must also not lose sight of the fact that his role 
is as an assistant to the court, so that his emphasis 
should be on facts, not on conclusions. 


Patents and insurance 
Certain other problems arise from the nature of the 
asset being considered. Valuation here is very much de- 
pendent upon local and specific circumstances. 


Patents 


Among other assets we encounter occasionally 
are patents. The value of a patent lies in the amount 
of profits it will bring to its owner. Patents are 
rarely alike, so you have no market or sales of 
comparable property to guide you. Consequently, 
the opinions of experts are almost indispensible in 
this field. Their valuations will usually start. with 
an estimate of the probable future earnings, : from 
which will be deducted a fair return on any tangible 
assets employed and the balance capitalized. at a 
rate consistent with the hazards of the business. An 
interesting case on the valuation of patents is Pro- 
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phylactic Brush Company, (25 BTA 675) , which 
deals with the evolution of the manufacture of tooth 
brushes, and determines the value of the patents 
under which the machines were made. [see also p. 20] 


Life insurance and annuities 

Life insurance payable to or for the benefit of 
the insured’s estate is, of course, includable at the 
amount received. Life insurance payable to benefi- 
ciaries must also be listed on the estate tax return 
that way, but the taxable portion is computed under 
the “incidents of ownership” and the “premium” 
tests [see comment on this subject under HR 8300 
last month (JTAX, July, 54, p. 31).] 

No property other than life insurance has been 
subject to estate tax where the decedent originally 
purchased it and then gave it away long before his 
death. Under present law, under the “premiums” 
test, life insurance payable to a beneficiary, even 
though the decedent possessed no incidents of own- 
ership at his death, would be drawn’ partially or 
wholly into his estate merely because he had paid 
part or all of the premiums. 

Commercial annuities are valued for estate tax 
purposes at replacement cost, which is the cost of 
a comparable contract for the same beneficiary from 
the issuing company as at the date of death. That 
method of valuation may produce a different result 
than actual cost, or cost under the rate schedule in 
effect when the contract was purchased. 

Valuation is a factual matter. To value an estate 
properly, and to defend that valuation if it is at- 
tacked, you need facts, facts, facts. I have said 
that one of your tools was the use of opinion testi- 
mony. But that testimony will carry little weight 
unless the expert, in turn, has facts to back up his 
opinion. 

Financial statements are facts, market quotations 
are facts, earnings and dividends paid in prior years 
are facts, location and size of the subject matter are 
facts. You don’t need a crystal ball. If you had one, 
I doubt that they’d let you use it. 








How to make proper use of the 


marital deduction in the estate plan 


by E. Charles Eichenbaum, attorney-at-law; partner: 
Eichenbaum, Walther & Scott, Little Rock, Arkansas 


Very few decisions exist in this rather complicated area, hence the advice of an experienced practitioner 


is of especial value. This article is concerned with proper obtaining of and use of the marital deduction; 
it assumes that you have already made all the determinations and decisions as to whether or not to use 


it. Included: analysis of the Statute and the few decisions there are, exceptions to the general rules; 


income tax problems of the estate; special rules for small estates. 


N APPROACHING TAX PROBLEMS there is a natural 

tendency to try to be logical. It is desirable 
enough to be logical, but in a proper approach to a 
tax problem, all your logic, all your reasoning, all 
your philosophy, and all your piety or wit are 
primarily irrelevant. It may be entertaining, but, 
fundamentally, it is immaterial. The basic require- 
ment in approaching a tax problem, indeed the 
sine qua non, is a reading of the statute itself. The 
statute here is surprisingly short, and surprisingly 
intelligible. 

Accordingly, we will turn our first attention to 
the statute itself. 

The very first section, 812(e) (1) (A), gives the 
basis of the entire statute in that it states that the 
marital deduction is available in 


“An amount equal to the value of any interest 

in property which passes or has passed from 
the decedent to his surviving spouse, but only 
to the extent that such interest is included in 
determining the value of the gross estate.” 


This means that the marital deduction is available 
not only with respect to property that passes at the 
time of death, but property that has already passed 
from the decedent to his spouse, e.g., a gift in con- 
templation of death. (Such gift will not lose the 
exemption.) It also means that although the deduc- 
tion is available with respect to anything which 
passes, or has passed, to the wife (although it is 
available to either spouse, for convenience I shall 
refer to the wife), it obviously does not apply to 


something that is not part of the decedent’s gross 
estate. The value limitation to this basic principle 
in the statute is found in Section 812(e) (1) (H), 
which states that the deduction shall not exceed 
fifty percent (50%) of the adjusted gross estate. 


You must understand Sec. B 

The next section (B) is probably the most im- 
portant section of the statute. You must understand 
this section, for then your understanding of the 
entire statute is made easier. The first part of that 
section reads as follows: 


(B) “Life estate or other terminable interest. 
— Where, upon the lapse of time, upon the oc- 
currence of an event or contingency, or upon 
the failure of an event or contingency to occur, 
such interest passing to the surviving spouse 
will terminate or fail, no deduction shall be 
allowed with respect to such interest — 
(i) if an interest in such property passes or 
has passed (for less than an adequate and 
full consideration in money or money’s worth) 
from the decedent to any person other than 
such surviving spouse (or the estate of such 
spouse); and 
(ii) if by reason of such passing such person 
(or his heirs or assigns) may possess or 
enjoy any part of such property after such 
termination or failure of the interest so 
passing to the surviving spouse; .. .” 


A life estate is, of course, specified as exemplify- 
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ing a terminable interest. Other types of terminable 
interests will be a patent whose life is, of course, 
limited by law; an annuity for life or for a term, 
as it will terminate or fail by the terms of the 
instrument which created it; or a leasehold interest 
owned by a lessee. We, of course, do not mean by 
“terminable interest,” property bequeathed or de- 
vised outright by the wife, and which she is bound 
to no longer own by reason of her death, because in 
such a case we have a termination of the owner 
and not of the interest in property or the property 
itself. We must distinguish, also, in our minds be- 
tween an interest in property and the property 
itself. Generally speaking, if the interest which is 
going to the wife can, for any reason, conceivably 
terminate or fail, then the interest is a terminable 
one within the meaning of the statute. 

Many people mistakenly believe that merely be- 
cause the interest passing to the wife is a terminable 
one, it cannot qualify for the marital deduction. 
Such a misunderstanding can result only from 
failure to read the statute. It is to be noted that the 
statute says that if the interest is terminable, no 
deduction will be allowed only if an interest in 
such property passes or has passed, for other than 
money’s worth, from the decedent to any person 
other than his wife or her estate; and if, by reason 
of the passing of such interest from the decedent to 
such other person, such other person or his heirs 
may possess or enjoy any part of the property after 
the termination or failure of the interest passing 
to the wife. 

Therefore, if I, by will, should leave to my wife a 
patent, or an annuity payable only for her life, or 
an interest in a lease which I hold as lessee, that 
interest can, and does, qualify for the marital de- 
duction. Although these are terminable interests, 
you will note that no interest in the property passes 
from the decedent to any other person besides the 
spouse or her estate. 

This is most important to understand. Although 
almost any contingency in the bequest to the wife, 
or, more broadly, the interest passing to the wife 
(for example: by insurance) will make it a termin- 
able one, this is insufficient to disqualify the interest 
so passing, unless the other conditions also exist: 
that is, that an interest in the property passes from 
the decedent to some other person and, by reason 
of such passing, such person or his heirs may possess 
or enjoy the property after the wife’s interest 
terminates or fails. 


Where terminable interest disqualifies 

The only case where a terminable interest is, per 
se, disqualified for the marital deduction, is where 
such terminable interest is acquired for the surviv- 
ing spouse or wife pursuant to the directions of a 
decedent by his executor, or the trustee of a trust 
created by him. This is specified in the remainder of 
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subparagraph (B) of the statute (iii). Thus, if I 
have a lease on a downtown building (and assum- 
ing there is no clause in the lease against my assign- 
ing that interest) and I bequeath that interest to 
my wife, it qualifies; if I direct my executor to pur- 
chase such a lease on that building for my wife, it 
does not qualify. 


Exceptions are important but limited 

A large portion of the remainder of the statute 
on marital deduction is devoted to exceptions to the 
rules I have just emphasized. For example: the 
sections allowing certain types of trusts to qualify 
for the marital deduction, and the section allowing 
certain types of insurance proceeds to qualify for 
the marital deduction. It is important to recognize 
that these sections on trusts and insurance are ex- 
ceptions, not general directions on terminable in- 
terests. Thus, a trust, for example, even though it 
does not qualify under the exceptions specified, may 
not fall beneath the prohibited features of subpara- 
graph (B), relating to terminable interests. 

Here is an example. Subparagraph (F) provides 
that if certain conditions with respect to a trust are 
met, no part of the interest passing under the trust 
shall be considered as passing to any person other 
than the spouse. This does not mean that each and 
every trust which fails to meet the qualifications of 
subparagraph (F) is thereby automatically dis- 
qualified for the marital deduction; it simply means 
that the type of trust specified in section (F) is not 
disqualified under subparagraph (B). Practitioners 
have placed entirely too much significance upon 
“F” as a limiting guide to the creation of trusts, and 
some have given up too easily on the availability 
of what could have been excluded under the marital 
deduction. For example, if I should leave property 
in trust, with directions that the trustee accumulate 
the income for the benefit of my wife for a period of 
ten years, at which time the accumulations and the 
corpus shall pass outright to my wife, unless she 
died before the ten year period was up, in which 
event the accumulations and corpus shall pass to her 
estate, this trust would not meet the requirements 
of subparagraph (F). Yet, as I have tried to point 
out, this merely means that the trust does not fall 
within an exception. Nor is it barred merely because 
it does not follow the example of the statutory ex- 
ception. The trust just specified, in effect, states that 
if the wife is not living at the end of ten years, it 
will go to her estate, and, therefore, the interest 
passing to her will terminate or fail. However, going 
back to subparagraph (B), you will recall that it is 
not enough to disqualify that the interest of the 
spouse will terminate or fail; it must also be true 
that an interest in such property passes to a person 
other than the spouse or her estate, and such other 
person or his heirs, may, on failure of the spouse’s 
interest, possess or enjoy the property. Thus, assum- 
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ing that the wife’s interest is a terminable one, such 
a trust is nevertheless not disqualified:' A more 
simple example would be a testamentary trust 
whereby the income of the property is left to the 
testator’s mother for her life, and on the death of the 
mother, the remainder shall pass to the wife. This 
trust, of course, does not qualify under subpara- 
graph (F); however, the remainder interest of the 
wife does not need to qualify under subparagraph 
(F),; as an exception to subparagraph (B), because 
the remainder interest is not even a terminable one. 
There is no contingency which can arise which will 
prevent the property from passing to the wife, or, 
if she be deceased, to her estate. 





The same thing is true with respect to the insur- 
ance exception, which is found in subparagraph (G). 
Even if the life insurance does not meet the require- 
ments of subparagraph (G), still the life insurance 
may qualify for the marital deduction because it is 
not struck down by subparagraph (B). 

Therefore, again I emphasize that it is important 
to recognize that (F) and (G), the trust and insur- 
ance sections, are exceptions; and the fact that a 
trust or an insurance policy does not meet the con- 
ditions of those sections does not necessarily mean 
that the marital deduction is lost; and therein lies 
one of the greatest reasons for understanding the 
meaning of subparagraph (B). 


The essence of subparagraph (F) & (G) 


Since we have just spoken about what subpara- 
graphs (F) and (G) are not, we should, I think, 
investigate what they are. 

Subparagraph (F) says that a trust will qualify, 
or more accurately perhaps, and more in line with 
the foregoing, will not be disqualified under sub- 
paragraph (B), if the wife is entitled, for her life, 
to all the income from the corpus of the trust, pay- 
able at least annually, with power in the wife, by 
will or by deed, to appoint the entire corpus, free 
of the trust, either in her own favor or in favor of 
her estate, whether or not she has the power to ap- 
point to any other person. 

Obviously, in most trusts of this sort, the interest 
of the wife will terminate or fail, and an interest in 
the property may conceivably pass to some other 
person since, by hypothesis, she may appoint the 
corpus to some other person, other than herself or 
her estate. Therefore, this paragraph had to be 
couched in terms of an exception to subparagraph 
(B), although 812(e) (3) seems, for good measure, 
to repeat that exception, And Section 812 (e) (3) 
specifically states that if it is not possible to ascer- 
tain who may take an interest at the moment of de- 
cedent’s death, it is presumed that it passes to a 
person other than the spouse. 


The Regulations here are fair 

The regulations have been most kind with respect 
to this subparagraph and, indeed, with respect to the 
marital deduction generally. I might add that our 
experience, and the experience of others, has been 
that the Revenue Agents have taken the same broad 
and liberal attitude in applying the marital deduc- 
tion. They have not, so far as we can ascertain, by 
regulation or administrative practice, tried to dis- 
qualify on purely technical grounds, but, rather, 
have attempted to follow the spirit and substance of 


the statute. Since there have been times, to state it 
conservatively, when I have disagreed with some 
of the taxation policies of the Commissioner, I 
hasten to give recognition to him when I think it 
is due. 

Therefore, if, in substance, the wife is given that 
degree of beneficial enjoyment which is referred to 
in the statute, the trust will qualify. The regulations 
specifically point out, and quite properly, that al- 
though the statute says that the spouse must be 
entitled, for life, to all the income, the trust does not 
fail to meet the requirements merely because the 
spouse is not entitled to the income from the estate 
assets for the period prior to distribution of such 
assets of the trust by the executor. While the post- 
ponement of the right to enjoy the income until the 
distribution date may affect the valuation of the 
property interest passing to the spouse in trust, it 
does not affect its qualification. 


Insurance is not disqualified 

The same liberal attitude has been adopted, gen- 
erally; with respect to subparagraph (G), dealing 
with insurance. That section states that life insur- 
ance (it, of course, similarly refers to annuities or 
endowments) is not disqualified under subparagraph 
(B), if life insurance is left so that the proceeds are 
payable in installments of principal and interest, or 
interest alone, and such installments or interest pay- 
ments are payable at least annually, commencing 
not later than thirteen months after the death of the 
decedent, and all amounts payable during the life of 
the wife are payable only to her, and she has the 
right, at any time after the decedent’s death, to 
appoint all amounts under said contract, including 
amounts payable after her death, to herself or to her 
estate, whether or not to any other person, the in- 
surance complies with subparagraph (G). The regu- 
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lations have quite properly recognized the fact that 
although the power to appoint must exist in the wife 
at any time after death, it is the existence of that 
power to appoint, and not the practical difficulties in 
exercising that power, which are important. Thus, 
the fact that, as a practical matter, the wife could 
never submit proofs of death of her husband in time 
for her to exercise her power to appoint immediately 
following her husband’s death, is immaterial, as long 
as she has the right to do so after the time of 
his death. 


Six-month survival of wife 

The other exceptions to subparagraph (B) which 
are embodied in subparagraph (D), state, in effect, 
that the bequest is not disqualified if there is a 
clause in the will stating that the wife must survive 
six months to take, or if she must survive a common 
disaster to take, provided, of course, that she does, 
in fact, outlive the six month period, or does, in 
fact, survive the common disaster. Again, if you 
state that you leave “Blackacre” to your wife pro- 
vided she survives you by six months, her interest 
conceivably may terminate or fail if she does not 
survive the six month period. Therefore, subpara- 
graph (D) had to be embodied as an exception to 
subparagraph (B). 

There is this interesting observation in connection 
with the six month survival, or the common disaster 
clauses which are so common in wills: In most 
estates, even if there were a common disaster, it 
would probably be advantageous, estate-wise, if we 
could consider the wife’s share of the estate going 
first to the wife, if only for a second, and then 
going to her heirs or legatees, because there is the 
advantage of the marital deduction in the property 
left to her and then there is the additional $60,000 
exemption available to her own heirs. To accomplish 
this result, many estate planners will provide that 
in the event of death by common disaster, it is pre- 
sumed that the wife survived — which provision is, 
of course, exactly opposite the usual provision that 
in the event of common disaster the property passes 
to other takers. Such a provision — if recognized by 
local law, and it usually will be — will be recog- 
nized by the Commissioner. 


Avoid non-qualifying assets 

The statute provides that if the bequest passing 
to the wife can be satisfied out of non-qualifying 
assets, then, in effect, it shall be presumed to have 
been satisfied out of such non-qualifying assets, to 
the extent that it can so be satisfied, and to that 
extent the deduction is lost. Therefore, if you have 
a general clause leaving $100,000 to your wife, or 
adopt the formulas which are now quite in vogue, 
it is always wise to provide that such bequest can- 
not be satisfied out of non-qualifying assets, other- 
wise, if the testator owned non-deductible assets at 


the time of making his will, or later acquired them, 
the deduction could be entirely lost. 


Pro-rata share of estate taxes 

Another important paragraph of the statute pro- 
vides a legacy left to the wife must pay its pro rata 
porticn of the estate taxes, or all of the estate taxes, 
the valuation of the interest which passes to the 
wife is, accordingly, reduced. The loss in estate taxes 
by failing to exclude the wife’s share from payment 
of estate taxes is sometimes not so great as it is 
troublesome. It is clear that as a result of this 
section of the statute, if the assets passing to the 
wife have to bear a portion of the federal estate 
taxes and/or state estate taxes, it is not possible to 
compute the full amount of the marital deduction 
until you know what the tax is, and it is not possible 
to compute the tax until you know what the marital 
deduction is. You thus run into a somewhat compli- 
cated formula for determining the amount of marital 
deduction. 

There is also a portion of the statute affecting dis- 
claimers, which, in effect, says that if a spouse dis- 
claims, the interest is regarded as having passed to 
the person who takes by virtue of the disclaimer 
and not to the disclaiming spouse; but if someone 
else disclaims, even though, by virtue of such dis- 
claimer, the interest actually goes to the spouse, for 
the purposes of the statute, the interest is regarded 
as having gone to the person disclaiming. 


Complications in use of formulas 

This, in substance, is the marital deduction, and 
as you can see, for the most part, it is not too very 
difficult to make sure that the property which is 
going to the wife qualifies for the marital deduction; 
it is only when the estate planners quite properly 
attempt to get the maximum marital deduction, but 
no more, that we run into trouble. The only effective 
way of getting the maximum marital deduction and 
no more, is by virtue of a formula in the will. There 
are naturally several types of formulae, as different 
lawyers, like different bricklayers, construct their 
building differently. In substance, however, they 
are the same. Some of them say that they leave an 
amount to the wife, which, added to qualifying 
property passing outside the will, will equal one-half 
the adjusted gross estate. Some say they leave an 
amount to the wife equal *> one-half of the adjusted 
gross estate, and less any qualifying amounts which 
pass outside the will, which is, of course, merely the 
reverse. Some, rather than use the words “adjusted 
gross estate,” liberally embody the words of the 
statute defining the gross estate. Some, rather than 
give a general or pecuniary legacy of an amount 
equal to one-half of the adjusted gross estate, use 
their formula in the residuary clause in the will. 
Some specifically provide for evaluation at date of 
death or date of optional valuation. Each particular 
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approach has its own advantages or disadvantages, 
or at least what that particular attorney considers 
to be the advantages or disadvantages, for, as yet, 
there are not enough decisions, even in state courts, 
to indicate a clear, firm path for all to trod. 

The liberal attitude of the Commissioner which I 
have previously referred to with reference to the 





marital deduction, seems equally to have been 
adopted with reference to the various formulae 
utilized for obtaining that objective. Peculiarly 
enough, the greatest difficulty, in my mind, which 
lies in the use of the so-called formula approach in 
obtaining the marital deduction, lies not in the 
realm of estate taxes, but in income taxes. 


Some unexpected income-tax problems 


Now let us illustrate some fundamental principles 
of income taxation which you possibly have not con- 
sidered. Let us suppose that a testator bequeaths 
1,000 shares of American Telephone to his wife, 
worth, at the time of his death, $120,000. Two years 
later the estate is closed and the stock is transferred 
to the wife by the executor. At that time the stock 
is worth $150,000. Obviously, no gain or loss is 
realized by anyone, either the executor, or the wife 
as legatee. The wife was entitled to these specific 
shares of American Telephone, whether it went up 
or down in value during the administration of the 
estate. This is a bequest, and accordingly, her tax 
basis is the value of the stock at the date of death, 
and it is only when she sells it that she realizes any 
gain or loss. On the other hand, let us suppose that 
the testator, instead, made a bequest of $150,000 to 
his wife. Among assets in his estate at the time of his 
death were 1,000 shares of American Telephone, 
worth $120,000. Two years later, when the stock is 
worth $150,000, the executor delivers and transfers 
to the wife the American Telephone stock. She was 
entitled to $150,000, and she received stock which 
she could sell at a moment’s notice for $150,000, so 
she has received that to which she was entitled. 
How about the executor? Has he realized any in- 
come? At first thought, you might say that this is no 
different from the first case I gave you, that this is 
merely a satisfaction of a bequest, and that no in- 
come is realized by anyone. 

Nevertheless, the Commissioner has claimed in 
several instances that there was income. He has said 
that the wife was not entitled to any specific prop- 
erty, all she was entitled to was $150,000. When the 
executor delivered to the wife stock which was 
worth $150,000 at the time of distribution, but was 
worth $120,000 at the date of death, the executor 
realized a capital gain of $30,000. “This is no dif- 
ferent,” asserts the Commissioner, “than if, in order 
to satisfy the $150,000 cash legacy of the wife, the 
executor had sold the American Telephone stock for 
$150,000 and delivered the cash proceeds to the 
wife, in which event he clearly would have realized 
a gain.” “You are wrong,” asserts the taxpayer- 
executor; “all I did was satisfy a bequest, and that 





satisfaction is not required to be included in income.” 
“The Commissioner is right,” say the courts, “a 
delivery of property or securities in satisfaction of a 
cash or pecuniary bequest is a sale or other dis- 
position of property within the meaning of section 
111(a) and 117 and gain or loss in realized, as the 
case may be.” In this particular case, the executor 
has satisfied an obligation, that is, a claim against 
the estate in the amount of $150,000, with securities 
which only had a basis of $120,000, and, therefore, a 
gain is realized. Kenan Jr. v. Commissioner, 114 
F (2d) 217; Sherman v. Ewing, 40 B.T.A. 912, appeal 
dismissed, 157 F (2d) 679; Suisman v. Eaton, 15 F. 
Supp. 113, affirmed 83 F(2d) 1019. This being so, it 
follows that the basis for gain or loss to the wife 
who thus receives the stock in satisfaction of her 
$150,000 legacy, is the value of the stock at the time 
she received it, or $150,000, and not $120,000, the 
value at the date of death. See also, in this connec- 
tion, Commissioner v. Brinkerhoff, 168 F(2d) 436, 
and cases cited. In the Kenan case, the court held 
that it made no difference that the will provided 
that a bequest of a sum certain could be paid in cash 
or securities to be selected by the executors or 
trustees, whose valuation of such securities so de- 
livered in satisfaction of the bequest was to be final. 


Cash or property? 


What has this to do with the marital deduction 
formulae? You will recall that almost of necessity 
these formulae, in effect, provide that there is given 
to the wife an amount in cash or property to be 
selected by the executors which is equal in value 
to one-half of the adjusted gross estate. In other 
words, the formula, in effect, says, “I bequeath to 
my wife $150,000, or $200,000, or $300,000,” as the 
case may be, “to be satisfied in cash or property.” 
Therefore, if the executor delivers to the wife, in 
satisfaction of this bequest, property which has 
appreciated in value since the date of death, the con- 
clusion seems almost inevitable that the executor 
has realized a gain on the transaction. Many of the 
formula clauses, attempting to obviate this danger, 
provide that any distribution in kind made by the 
executor in satisfaction of the bequest to the wife, 
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is to be regarded to have the value which the par- 
ticular property so distributed had at the date of 
death, or at the optional valuation date, as the case 
may be. I am not sure that such a clause does re- 
move the problem. However, it does protect the 
executor, administratively, so that the wife, or the 
children, as the case may be, cannot object that 
they have received more or less than that to which 
they are entitled. However, I question whether the 
fact that the will says that a satisfaction of a $150,- 
000 cash bequest with property which was worth 
$120,000, but is now worth $150,000, and with prop- 
erty which was worth $30,000 at the date of death, 
and is still worth $30,000, shall be considered as hav- 
ing a total value of only $150,000, could be construed 
as changing a general cash bequest to a specific be- 
quest of property so as to prevent the Commissioner 
from asserting a gain or loss, if it should be of benefit 
to the Commissioner to do so. 

Of course, as a practical matter, it would seem in 
the particular instance I gave you that the estate 
would have a loss, which the Commissioner would 
probably not be too anxious to assert anyway. But 
what about the wife? She had, by hypothesis, a 
claim for $150,000, yet she has received $180,000. 
We know that in many instances that what is a loss 
or expense to one person is a gain or income to the 
other. We also know that, if a creditor receives prop- 
erty in satisfaction of his debt, which has a market 
value greater or less than the amount of his debt, he 
has received a taxable increment or loss. See Elver- 
son Corporation, 122 F(2d) 295; Commissioner v. 
Sisto Financial Corporation, 139 F (2d) 253; Neville 
Coke & Chemical Co., 148 F (2d) 599; Commissioner 
v. Spreckels, 120 F (2d) 517. And if the transaction 
is a sale or other disposition contemplated by Sec- 
tion 111(a) or an exchange contemplated by Section 
117, so far as the executors are concerned, it is dif- 
ficult to say that it is not likewise a “disposition” or 
“exchange” as far as the wife is concerned, so that 
she had, accordingly, realized a gain in the amount 
of $30,000. 

In the Ewing case, the court specifically held that 
a satisfaction of a general legacy was a “sale or other 
disposition” as far as the legatee was concerned, and 
not receipt of property by bequest. The answer may 
be that our hypothesis is wrong and that the wife 
does not have a claim for $150,000 so long as you 
have the clause providing for distribution in kind. 
The answer may be that really such a clause regard- 
ing distribution in kind, in effect, converts what 
might otherwise be a general legacy into a specific 
bequest, or at least a bequest of property which does 
not change irrespective of the increase or loss in 
value since the date of death. It may be what you 
have is a bequest of assets which had a certain value 
at the date of death. It can certainly be strongly 
contended that since the wife really has no election 
as to whether she will receive cash or property, nor 


any rights to argue as to value of the property so 
used to satisfy her bequest, she merely acquired 
that to which she was entitled by the will, no more 
or less, and that she, therefore, acquired the prop- 
erty by bequest within the meaning of the term. If 
this is so, the receipt of the bequest would not 
appear to be income. But inferring otherwise, in the 
Kenan case, the legatee had the right to $5,000,000 
in cash or securities, and the valuation of securities 
by the executors was to be final and binding. This 
did not prevent the court from holding that so far 
as the executors were concerned, a taxable ex- 
change resulted. As suggested, the distinction may 
be that in our case, the wife does not have the right 
to $5,000,000, but to assets which had a value at date 
of death equal to one-half of the value of the ad- 
justed gross estate, whatever that value may be at 
date of distribution. We must endeavor to prevent 
this problem from arising. 

A solution to this problem is the use of a residuary 
clause, whereby the residuary estate is divided so 
that, after payment of taxes, an amount equal to 
one-half of the adjusted gross estate is left to the 
wife, and the remainder of the residue is left other- 
wise. The difficulty with this is that if you use the 
formula with respect to the first half of the residue, 
you really have the same question as to whether 
this is a general legacy, with the possibly ensuing 
results I have just indicated. 

In any event, I think I may safely say that when 
you have a marital deduction formula, do not rele- 
gate your attention simply to the estate tax features; 
be careful of the language used; and watch out for 
income tax on transfers in distribution. 


Income during prebate 

We must also consider the problem of income 
during probate. Bear in mind that the marital de- 
duction formulae generally used are in the nature 
of a general (or residuary) legacy clause. Where a 





No More Rvtincs To BE IssueD UNTIL 

THE REGULATIONS ARE REWRITTEN 
No NEW RULINGS WILL BE ISSUED BY THE IRS until 
the regulations have been rewritten to conform to 
the new Revenue Code. While no official statement 
to this effect has been made, it is generally under- 
stood by the operating heads of the Service to be 
the case. 

Substantial administrative problems arise as a 
result of the obsolescence of the present regula- 
tions. Almost all the IRS regulations will have to 
be changed, and this is clearly an enormous task 
for the service. We understand that the job is al- 
ready underway, and that a December 1, 1954 tar- 
get date has been established for issuance of the 
new regulations. 
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clause refers. to the distribution in kind, it may, 
however, be construed as:a specific bequest. The use 
of a residuary clause, however, would seem to indi- 
cate that distribution of income from such general 
legacy may be unwarranted by local law, inasmuch 
as the general rule is that specific bequests confer 
income benefits; but general legacies are dis- 
tributable only from the corpus, determined at time 
of distribution. 

Thus, there arises the requirement of legal de- 
termination as to whether income may be ap- 
propriately distributable during the period of pro- 
bate, without a partial distribution of assets. This, 
in my opinion, is sufficiently. disturbing as a legal 
question to warrant particular attention to the 
language of testamentary directions with reference 
to income during the period of probate. I think that 
it is possible that if the directions are specific that 
such income follow the distributions directed under 


.the marital deduction clause, there will thus be 


eliminated one of the inherent problems of the ad- 
ministration of the formula. Thus, one of the normal 
problems of the estate, that is, to give income to the 
surviving spouse, will be met. Such clause should, 
obviously, not be used where such income is neces- 
sary for estate tax. It may be less urgently required 
where the assets are non-productive, or the income 
distribution is not significant. Actually, such a clause 
would do more to serve as the: basis for interim 
probate allowance, than it would to confer mathe- 
matical certainty to any stage. In other words, if the 
estate requires or justifies such treatment, consider 
adding to the marital deduction clause a statement 
with reference to income during the period of pro- 
bate which says that, although the income from the 
assets to be segregated cannot be predetermined, the 
executor is permitted to make general advances, 
reasonably estimated, with final settlement of in- 
come distributions attributable to the specific assets 
to come later. 


Date of valuation of widow’s portion 

There is another very. urgent reason why the fore- 
going should be considered. In writing the regula- 
tions, the Treasury Department worked out some- 
thing the significance of which did not then appear 
so important to most of us in the field. Later, how- 
ever, its significance became evident. The regulation 
provides that, if the distribution to the widow can be 
delayed until the date of distribution, the valuation 
of her portion will be taken as of the valuation date, 
i.e., date of death, while the income during the 
interim is used to extinguish tax liability. This ef- 
fectively reduces allowability of maximum value to 
her. Regulation 81.47(c), as amended by T.D. 5906, 
reaches this conclusion for the reason that it is 
deemed that the widow has no income interest in 
the property until date of distribution, a completely 
rational and logical conclusion and one which the 





taxpayer can rebut only by following through with 
appropriate distribution of income. 

You will observe from the foregoing that from 
time to time I have indicated the desirability of con- 
sidering for any marital deduction formula the di- 
rections for distributing property in kind. Obviously, 
when such a distribution is possible, the differences 
between the phrases “fair market value at time of 
death,” and “value as determined for Federal estate 
purposes,” becomes moot. There are, however, sig- 
nificant differences in desirability of assets, which 
bears directly upon such value question, and there- 
fore, I am again reminding you that the situation 
would indeed be unusual in which you would not, 
for best effect, leave the executor with full powers 
of segregation and evaluation, if any type of general 
legacy, or residuary, is employed. 

Generally speaking, the preceding clause is almost 
a necessary provision with reference to larger 
estates, and the authority of evaluation is definitely 
not less significant than that of segregation. 


Special rules for small estates 

Finally, I come to the small estate, and I would 
like to convey to you my general conclusions about 
the use of the. marital deduction in such instances. 
I recommend that wherever the estate is less than 
$200,000, advise specific bequests and avoid formula 
clauses, if possible, for the following reasons: 

1. Few such formulae have been tested in the 
courts and they must be considered uncertain: 

2. They are unquestionably complex in the ad- 
ministrative problems facing the executor; 

3. They require expense arising out of the pro- 
bate steps and administrative decisions involved; 

4. Specific bequests eliminate some of the sources 
of dissatisfaction with formula clauses, such as the 
segregation, evaluation, and distribution of assets. 


Comment.of theory of disclaimers 

I should like to comment theoretically upon the 
effect of that portion of the statute which bears upon 
disclaimers. I take no particular mental offense at 
the. section under which a disclaimer by the sur- 
viving spouse is deemed to. pass such property 
interest directly to the person entitled to receive 
the property as result of such disclaimer. As a 
matter of fact, I think it is a highly usable provision 
of the statute, but I doubt that it will ever achieve 
widespread use. Its potentialities, however, are cer- 
tainly not to be disregarded, where the surviving 
spouse is aged, ill, and already possessed with a 
significant estate. 

My reservation arises out of the adverse treatment 
in Section 812(e) (4) (B) where a beneficiary dis- 
claims in favor of the surviving spouse, and where 
the surviving spouse would be entitled to receive 
such interest as a result of this disclaimer. I feel 
that more than necessary precaution was taken by 














‘this section, and that it does injustice in some cases, 
without particular benefit to the public treasury. 
For example, if the property rights disclaimed flow 
back into the estate of the survivor, and become 
taxable at the event of the second spouse’s passing, 
the right to disclaim ‘would be a most useful adjunct, 
where the conveyances to the spouse and the dis- 
claiming heir have fallen short of deduction possi- 
bilities through unintentional error. Again, there 
are, and will be, instances in which the financial 
condition of the surviving spouse and the character 
of the property would: encourage such disclaimers. 

As I have said, there is a theoretical objection to 
this provision of the statute. You will recall that the 
marital deduction was the corollary of income 
splitting. When the residents of common law states 
were permitted under the 1948 Act to split their 
income, it was determined that the new concept of 
marital deduction should be available to both com- 
mon law and community property states. So, out of 
a strange mixture of philosophies, with a generous 
sprinkling of new ideas, the 1948 Act was born. In 
community property states, however, in varying 
degrees, there has always been a doctrine of dis- 
claimer which has always seemed to me far more 
acceptable and persuasive than the forced philosophy 
of this Section 812 of I.R.C. That doctrine, with 
respect to the community, has maintained that there 
was an equal right to accept and an equal right to 
reject. I note, therefore, with some disappointment, 
that the disclaimer by third persons, as treated 
under the. statute, has an entirely different effect, 
than if such heir more desirably had a right to 
reject, as well as to accept. Inasmuch as the 1948 
Act will no doubt come in for its share of revisions 
in the years to come, I commend to you the further 
consideration of the desirability of retaining this 
section of the statute. 


Advantages of inter-vivos gifts 

Now we come to one of the least generally used 
provisions of the 1948 Revenue Act. I refer to the 
gift-splitting provisions of the Revenue Act of 1948, 
under which, for all practical purposes, the same 
benefits may be achieved in inter vivos gifts between 
spouses, as may be accomplished by testamentary 
direction. 

In short, I remind you that one-half of such a shift 
in assets from husband to wife may be - fully 
exempted from tax, conditioned only upon the ob- 
servation of the same restrictions as under the estate 
tax provisions. Further, I remind you that the re- 
strictions upon terminable interest are applicable 
and, importantly, again, I remind you that, if from 
the total of the gift, a portion consists of an asset 
for which no deduction would be allowed, then, in 
effect, the spouse must take such asset before com- 
putation of the gift tax deduction. Thus, the value 
of the gift is reduced by the value of the particular 
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asset, before the 50% deduction is computed. 

You will observe that I am not referring to gift- 
splitting by spouses, where such interests pass to 
third parties. This is an interesting subject, which 


has problems of its own. What I am concerned with’. 
here is this: too few practitioners understand, or . 


make use of, the facilities afforded for the creation 


. of. trusts, inter vivos, under which a 50% deduction 


is available. However, if the failure to use this very 
excellent vehicle of transfer results from a lack of 
comprehension of its tax advantages, then it falls 
within my duty to remind you to re-examine the 
pertinent Code provisions and the regulations in- 


terpreting the same. You may agree upon such re- . 


examination that too ‘many instances of neglect 
occur at once. I think it is only fair to state, how- 
ever, that the neglect is generally attributable to the 


circumstances under which we are consulted :re-: 


garding estate planning. Oftentimes, a client confers 
with you regarding his will, and, if you believe 
that the requirements of his estate so dictate, you do 
not hesitate to advise a power of appointment trust 
for his will. Generally, however, we do not advise 
him regarding inter vivos transfers, until he has for 
all practical purposes completed the transfers. We 


are appropriately hesitant. in such matters, to the’ 


extent, I truly believe, that- we have many times 
neglected to inform our’ clients of the actual tax 
advantages of the marital deduction by gift. It is my 
own sincere conviction, that not 20% of the tax- 
payers who come to me already possessed of some 
knowledge of the marital deduction have any idea 
that the marital deduction between spouses extends 
to the gift field. 

I am certain that if there were more general 
understanding of these. provisions, there would be 
a considerably wider..spread employment of the 
trust indenture with income for life to the spouse, 
and power of appointment to such donee. The tax 
consequences of such ‘transaction are obvious. 

One further note regarding inter vivos gifts: you 
are aware that items qualifying under the estate tax 
provisions will, generally, qualify for deductions 
under the gift tax provisions. There is this additional 
and significant exception to the terminable interest 
rule: State law permitting, joint tenancies and 
estates by entirety, if created by the gift of one- 
half interest, are not deemed wivhin the terminable 
interest rule merely because the donor spouse may 
thus re-acquire. The’ donated interest is permitted 
to fall within the marital deduction. I believe that 
there exist many instances in which the employ- 
ment of such a conveyance may be helpful ‘and 
useful. ' Enp 


[The foregoing article is based on a paper prepared 
for the Seventh Annual Federal Tax Clinic, spon- 


sored by the Alabama Society of CPAs and the . 


University of Aalabama. — Ed.] 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & BYRON F. WHITE, LI.B., CPA 


Finance committee explains 


depreciation provisions in new law 


PROVISIONS IN THE NEW TAX LAW GOV- 
ERNING changed rules for depreciation 
were so well analyzed in the Senate 
Finance Committee’s report that we 
quote below significant passages of the 
Committee’s explanation of the pro- 
visions. 

House changes accepted 


The Finance Committee accepted, 
with some modifications, the basic pro- 
visions of the House bill liberalizing 
depreciation allowances, primarily 
through the extension of the use of the 
declining-balance method at double 
the corresponding straight-line rate, 
applicable to new property acquired or 
constructed after December 31, 1953. 

The House bill provides for a lib- 
eralization of depreciation with respect 
to the method of allocating the de- 
preciable cost over the years of service. 

Depreciation allowances computed 
under any one of the following meth- 
ods are to be considered reasonable 
for new property acquired or con- 
structed after December 31, 1953: 

. (1) The straight-line method allow- 
able under present law. 

(2) The declining-balance method, 
using a rate not in excess of twice the 
straight-line rate. Under this method 
a uniform percentage is applied to the 
unrecovered basis of the property. 
Since the basis of a particular property 
is constantly reduced by prior de- 
preciation, the percentage is applied to 
a constantly declining balance. The de- 
preciation allowances under this 
method, therefore, are considerably 
larger in the early years of the life of a 
property than those resulting from the 
straight-line method. The declining- 
balance method depreciates 40 percent 
of the cost of an asset in the first 


quarter of its service life and two- 
thirds of the cost in the first half of 
its life. 

(3) Any other method consistently 
applied so long as the accumulated de- 
preciation allowances for a property at 
the end of each year do not, exceed the 
allowances which would have resulted 
from the use of the declining-balance 
method described above. Alternative 
methods which would be considered 
reasonable would include those based 
on units of production or a combina- 
tion of straight-line rates. 

The liberalized depreciation methods 
provided in the bills are to apply to all 
types of tangible depreciable assets, 
including farm equipment, machinery, 
and buildings, rental housing, and in- 
dustrial and commercial buildings as 
well as machinery and equipment. 
They are limited, however, to property 
new in use and therefore never before 
subject to depreciation allowances. 

The bill limits the application of the 
liberalized depreciation methods to new 
assets acquired after the effective date 
of the bill primarily as a means of 
minimizing transitional revenue losses 
and obtaining maximum incentive ef- 
fect. The application of the new meth- 
ods to used property might artificially 
encourage transfers and exchanges of 
partially depreciated assets motivated 
only by tax considerations. The stimu- 
lus to investment through liberalized 
depreciation is most important with re- 
spect to the creation of new assets. 
Moreover, the reality of faster de- 
preciation in the early years is gen- 
erally greater in the case of new than 
used property. 

The liberalized declining-balance 
method included in the bill concen- 
trates deductions in the early years of 
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service and results in a timing of al- 
lowances more in accord with the 
actual pattern of loss of economic use- 
fulness. With the rate limited to twice 
the corresponding straight-line rate 
and based on a realistic estimate of 
useful life, the proposed system con- 
forms to sound accounting principles. 

More liberal depreciation allowances 
are anticipated to have far-reaching 
economic effects. The incentives result- 
ing from the changes are well timed 
to help maintain the present high level 
of investment in plant and equipment. 
The acceleration in the speed of the 
tax-free recovery of costs is of critical 
importance in the decision of manage- 
ment to incur risk. The faster tax 
writeoff would increase available work- 
ing capital and materially aid growing 
businesses in the financing of their ex- 
pansion. For all segments of the Amer- 
ican economy, liberalized depreciation 
policies should assist modernization 
and expansion of industrial capacity, 
with resulting economic growth, in- 
creased production, and a _ higher 
standard of living. 

Small business and farmers par- 
ticularly have a vital stake in a more 
liberal and constructive depreciation 
policy. They are especially dependent 
on their current earnings or short-term 
loans to obtain funds for expansion. 
The faster recovery of capital invest- 
ment provided by this bill will permit 
them to secure short-term loans which 
would otherwise not be available. 

The House bill also contains a pro- 
vision which your committee has ac- 
cepted for removing sources of irrita- 
tion and fruitless controversy in ad- 
ministering depreciation policy. It pro- 
vides that where the taxpayer and the 
Internal Revenue Service have agreed 
in writing to a rate of depreciation to 
be applied to a particular property or 
to a group account, that rate will con- 
tinue to be appropriate for tax pur- 
poses until such time as evidence is 
produced which was not taken into 
consideration when the agreement was 
made. The burden of proving the evi- 
dence rests with the party initiating 
the change in rate. When the necessity 
for a change has been established it 
will be made only prospectively. 


Changes made by committee 


The Finance Committee has adopted 
a number of changes and modifications 
in the House bill provisions in the 
depreciation area designed to meet 
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problems and criticisms described 
below. 

One change made by the committee 
removes possible uncertainty as to the 
status of other methods not specifically 
set forth in the bill. Some believed the 
House bill precluded depreciation al- 
lowances which have been acceptable 
under present law or might be proved 
reasonable under present law. There 
was apprehension that otherwise rea- 
sonable deductions might appear to be 
denied by the provision limiting the 
accumulated allowances to the total 
provided under the double declining- 
balance system. To meet this criticism 
and assure taxpayers that the bill will 
not operate to cut back their allow- 
ances below present law, the commit- 
tee has made changes indicating that 
nothing in the new treatment is to be 
construed as limiting or reducing an 
allowance otherwise allowable under 
the general provision for reasonable 
depreciation allowances. 


Treatment of unrecovered cost 


An important change made by the 
committee liberalizes the treatment of 
unrecovered cost at end of service life. 
A characteristic feature of the proposed 
declining-balance method under the 
House bill is that it leaves an unre- 
covered portion of some 10 to 13 per- 
cent of cost at the end of service life. 
In computing the deduction under the 
declining-balance method, the de- 
preciation rate is multiplied by the 
entire unrecovered cost of the asset. 
While no specific set-aside is made at 
the end of useful life this procedure 
automatically leaves an unrecovered 
residual at the end of useful life which 
in some cases may represent an un- 
realistically high estimate of salvage 
value. 

Where the asset is a single item the 
amount unrecovered can be deducted 
as a loss when the asset is sold or 
abandoned. With respect to a group of 
items, such as machines, if a taxpayer 
maintains records of his depreciable 
assets by year of acquisition he may 
deduct the entire remaining unrecov- 
ered cost of a given year’s acquisitions 
at the time of retirement of the last 
surviving unit. If the taxpayer does 
not avail himself of this procedure, he 
would recover the 10 to 13 percent 
residual gradually over a long period 
of years subsequent to the end of the 
service life. 

The unrealistically high salvage 


value at end of service life is also re- 
flected in a relatively low level of ac- 
cumulated allowances during the last 
third of service life. This limiting fea- 
ture of the declining-balance method 
lessens its attractiveness. Moreover, 
since the accumulated allowances 
under the declining-balance method 
limit the amount allowable under other 
methods, this imposes a straitjacket on 
the use of other methods such as a 
combination of different straight-line 
rates at different stages of service life. 
Such other methods may not provide 
as much depreciation in the early years 
as the declining-balance method but 
will insure the full recovery of cost 
above the realistic salvage value at the 
end of service life. 

It seems unfair to delay the writeoff 
of a significant portion of cost in the 
manner prescribed by the House bill. 
This drag on cost recovery due to the 
automatic residual under the diminish- 
ing-balance system would partially 
cancel its advantages, make it unat- 
tractive to some taxpayers, and weaken 
its effective stimulus to investment. 
Since the accumulated allowances 
under the declining-balance method 
serve as a standard for other eligible 
methods, the unrealistically high sal- 
vage value may thus restrict the use of 
otherwise acceptable methods. 

To deal with this problem and per- 
mit greater flexibility of depreciation, 
the committee has adopted two spe- 
cific amendments. One liberalizes the 
provision of the House bill which 
limits accumulated allowances under 
other reasonable and consistent meth- 
ods to the amount of allowances which 
would have resulted under the declin- 
ing-balance method. This is done by 
applying the limitation only during the 
first two-thirds of service life. This 
should permit wider use of other meth- 
ods which permit the full amortization 
during the late years of a property’s 
life of the entire cost above realistic 
salvage value. 


Switch to straight-line 


The other amendment allows tax- 
payers availing themselves of the de- 
clining-balance method an option to 
switch to straight-line depreciation at 
any time in the life of a property. The 
straight-line rate would be based on 
the realistic estimate of remaining life 
of the property at the time of the 
switch. Moreover, the rate would there- 
after be applied to the depreciated 
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balance of the account at the time of 
the switch, less a realistic estimate of 
salvage value. 


Sum-of-digits method assured 


The House bill does not clearly per- 
mit the use of the sum-of-the-year’s 
digits method of depreciation. This 
method results in approximately the 
same pattern of depreciation as the 
double-rate declining-balance method, 
with some differences which disqualify 
it under the House bill. This method 
is difficult to reduce to a brief formula 
but consists of the application of vary- 
ing rates of depreciation, which are 
lower each year, to a constant balance 
in the property account reduced by 
estimated salvage. The rate for any 
year consists of a fraction, the numera- 
tor of which is the number of the year 
taken in reverse order and the denomi- 
nator of which is the sum of the num- 
bers representing the remaining years 
of life. 

To illustrate, in the case of a prop- 
erty with a 10-year life the rate of de- 
preciation the first year would be 10%,, 
10 being the number of the year in 
reverse order and 55 being the sum of 
1+2+3+4+5+6+7+8+9+10. The rate 
in the second year would decline to %; 
of the cost and in the 10th or final 
year to lf;. 

Taxpayers have expressed consider- 
able interest in having the sum-of-the- 
years’ digits method available as an 
alternative accounting procedure. This 
would permit them to obtain essentially 
the same results as the declining-bal- 
ance method without being bound by 
the automatic 10 to 13 percent salvage 
value characteristic of the declining- 
balance system. 

To permit the unquestioned use of 
the sum-of-the-years’ digits method, 
the committee has allowed it as a spe- 
cific exception to the general rule lim- 
iting the accumulated allowances to 
those which would result under the 
declining-balance method. 


10% leeway eliminated 


The committee has eliminated the 
“10-percent leeway” rule provided by 
the House bill, designed to assure a 
specific zone of administrative tol- 
erance in the determination of service 
life. Under this provision, the Internal 
Revenue Service would not be per- 
mitted to disturb a depreciation rate 
unless the corrected rate differed by 
more than 10 percent from the useful 
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life uses by the taxpayer. It appears 
that this provision would be consid- 
ered inadequate and unsatisfactory by 
some taxpayers, and might be a sub- 
stantial source of misunderstanding 
and distortion. The practical effect of 
eliminating this provision in assuring 
flexibility in administrative policy 
should not be great since policies al- 
ready announced by the Internal Rev- 
enue Service under recent rulings 
should afford taxpayers freedom from 
annoying minor changes which would 
disturb the original estimate of service 
life. 

The committee has also adopted a 
number of miscellaneous minor and 
technical amendments listed below. 


(a) Use of different methods of de- 
preciation by the same taxpayer. — It 
is not entirely clear that under the 
House bill different methods of de- 
preciation may be applied to different 
properties or different classes of prop- 
erty in the hands of the same taxpayer. 
Your committee has made changes to 
clarify the bill in this regard to permit 
the consistent use of different deprecia- 
tion methods appropriate to different 
classes of assets. 


(b) Treatment of construction in pro- 
cess on January 1, 1954. —The House 
bill provides that in the case of prop- 
erty under construction by the tax- 
payer on January 1, 1954, the new de- 
preciation methods are to apply only 
to that portion of costs incurred sub- 
sequent to 1953. This discriminates 
against the taxpayer who conducted 
the construction himself as compared 
with a taxpayer who purchased a new 
building after December 31, 1953, which 
was still in process of construction on 
that date. Moreover, this provision 
gives rise to a difficult administrative 
problem in determining the portion of 
cost incurred after December 31, 1953. 
The committee has eliminated the lim- 
itation as to the use of the liberalized 
methods on only that portion of con- 
struction costs incurred after Decem- 
ber 31, 1953. This amendment would 
permit the entire cost of construction 
to be depreciated under the new meth- 
ods if completed and first put into use 
after December 31, 1953. 


(c) Restriction of declining-balance 
rate on short-lived assets.—The use 
of the 200-percent declining-balance 
rate in the case of short-lived prop- 





August, 1954 


erties would result in extremely fast 
writeoffs. For example, in the case of 
an asset with a 2-year service life, 
the doubling of the 50-percent straight- 
line rate would be equivalent to ex- 
pensing the cost in the year of acqui- 
sition. These properties would retain 
substantial value and could be resold 
subject to capital gains rates. 

To prevent unrealistic deductions 
and resulting tax avoidance, the com- 
mittee has provided that the liberalized 
methods be made available only with 
respect to assets with useful lives of 3 
or more years. 


(d) Technical amendment relating to 
depreciation improvements of mines. — 
Due to faulty cross-referencing under 
the House bill, the liberalized deprecia- 
tion systems are not extended to de- 
preciable mine improvements. The 
committee has adopted a technical 


amendment to correct this situation. 

It is estimated that the declining bal- 
ance depreciation of this bill as 
amended by this committee will result 
in a revenue loss of $400 million in the 
fiscal year 1955. ee 


Appeal denied in 
Pizitz Lifo case 


THE APPEAL OF THE TAXPAYER to Over- 
turn the decision of the 5th Circuit in 
the Louis Pizitz Drygoods Company, 
Inc. case, (CA 5 208 F 2d 724) has been 
denied by the U. S. Supreme Court. 
Here, the taxpayer elected to use the 
Liro method under Sec. 22 (d) (6) for 
the years 1942 to 1947, but this election 
was held not timely, since it was not 
made within six months after filing of 
the return for any of the years in- 
volved, as required by the Treasury 
regulations. -—O-- 





Is Tax Court seriously curtailing 


use of cash basis of accounting? 


THE TAX COURT has now resolved the 
inconsistency created by Stokes (21 
TC No. 89) and Alexander (22 TC No. 
33) by setting aside its original opinion 
in Stokes and issuing a new reversing 
opinion. But the trouble is that the 
Court in Alexander does not recognize 
the fundamental proposition that sales 
and inventories must be related to each 
other in accounting to determine 
income. 


Determining cost of goods sold 


The Basic issue. In both these cases we 
have the question of how a taxpayer 
on the cash basis determines the cost 
of goods sold 

In Stokes the taxpayer operated a 
nursery in which he bought, sold and 
grew camellias and azaleas. Operating 
on the cash basis, he expensed the 
cost of plants purchased during each 
tax year regardless of the number of 
plants sold in that year. The Commis- 
sioner argued that the gross profit 
should be determined by deducting the 
cost of plants only as cost of goods 
sold, and determined the cost of goods 
sold to be fifty per cent of the total 
sales. The Tax Court held with the 
taxpayer in his contention that since 


he was a farmer he was entitled to 
ignore inventories and use the cash 
basis. The Court also pointed out that 
the Commissioner’s method ignored 
the unknown factor of inventory de- 
struction due to natural causes. 


Decision different with cattle 


Two months later (Apr. 30, 1954), 
in Alexander, the Court seemed to 
contradict the Stokes case. In Alexan- 
der, the taxpayer, during the years 
1945 to 1948, was in the business of 
cattle feeding. Under his cash method 
of accounting, he charged off and de- 
ducted as an operating expense the 
cost of cattle in the year of purchase. 
He did not wait until the year of sale 
to deduct the actual cost of cattle sold. 
The Court there held that although the 
taxpayer was on the cash basis, he was 
required, by Regulation 118, Sec. 
29.22(a) (7), to defer deduction of the 
cost of cattle until the year of sale. 
The Court upheld the regulation on 
the basis that it prevents a postponing 
of income from year to year through 
the medium of livestock purchases. 

The inconsistency of these two cases 
was resolved on May 27, 1954, when 
the Tax Court set aside its opinion in 
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the Stokes case (21 TC No. 89) and 
issued a new opinion (22 TC No. 56) 
reversing its previous decision. The 
Court continued its stand that the 
taxpayer was a farmer, and that there- 
fore he was entitled to use the cash 
basis and did not have to use inven- 
tories. However, it held that the cost 
of the plants purchased in the taxable 
year could not be deducted until the 
year when the plants were sold. Since 
the taxpayer did not produce proof of 
the cost of plants sold in any particular 
year, the Court sustained the Commis- 
sioner’s determination that the cost of 
goods sold was fifty per cent of the 
selling price. The Court cited Alexan- 
der, and Regulation 118, Sec. 29.22(a) 
(7) as authority for the decision. 

The result in Alexander could be de- 
fended if the assets in question had 
been capital assets, since it is well 
established that the depreciated cost 
of such assets is deductible only in the 
year of sale, whether the farmer is on 
the cash or accrual basis. Likewise, 
the decision in Stokes would be de- 
fensible if the Court had determined 
that the flower grower did not qualify 
as a farmer, and that therefore the 
cash method was not applicable to him. 
However, neither case was decided on 
the grounds as stated above. Both 
cases were decided on the grounds that 
the taxpayers involved were “farmers” 
and that even though the cash method 
applied, cost of sales must be computed. 


Court’s theory questioned 


We believe the cases can be criti- 
cized because of the theory on which 
the Court based its decisions. The 
Court’s language, and the wording of 
the Regulation on which the opinions 
rest, seem to show a lack of under- 
standing of the practical and account- 
ing concepts of cost of sales and inven- 
tories. The formula, beginning inven- 
tory plus purchases minus ending 
inventory equals cost of sales, is equiv- 
alent to beginning inventory plus 
purchases minus cost of sales equals 
ending inventory. Whether one uses in- 
ventories to determine cost of sales or 
uses unit costs to determine the items 
left on hand, the basic equation is the 
same. 

Regulation 118, Sec. 29.22(a) (7) was 
upheld by the Court in both decisions: 

“A farmer reporting on the basis of 
receipts and disbursements (in which 
no inventory to determine profits is 
used) shall include in his gross income 


for the taxable year (1) the amount 
of cash or the value of merchandise or 
other property received during the 
taxable year from the sale of livestock 
and produce which were raised during 
the taxable year or in prior years, (2) 
the profits from the sale of any live- 
steck or other items which were pur- 
chased, and (3) gross income from all 
other sources. The profit from the sale 
of livestock or other items which were 
purchased after February 28, 1913, is 
to be ascertained by deducting the 
cost from the sales price in the year 
in which the sale occurs . . .” 

This regulation provides that farmers 
may use the cash basis, the rationale 
apparently being that it simplifies the 
farmers’ bookkeeping. The regulation 
also provides that the farmer is not 
required to keep inventories, but then 
requires that on items purchased the 
farmer deduct his “cost from the sales 
price .. .” How one can deduct costs 
from the sales prices of miscellaneous 
items without actual or computed in- 
ventories is not indicated. As a result, 
the regulation seems inherently incon- 
sistent. The Court brushed aside this 
point in the following excerpt of its 
opinion in the Alexander case: 

“Petitioner’s contention that, in order 
to comply with the regulation, he 
would have to use inventories, and 
that the respondent, in determining the 
deficiencies, used reconstructed in- 
ventories, is without support in the 
record. As set forth in the findings of 
fact, the respondent determined the 
deficiencies by adjusting the amount 
of the deduction claimed in each of 
the taxable years as cost of feeder 
cattle. He did not compute cost of sales 
by using inventories. The fact that a 
result similar to the respondent’s de- 
termination is obtained by using in- 
ventories valued at cost to compute 
cost of sales is not material”. D. E. 
Alexander. 


Cost of sales & inventories 


The seeming fallacy in the Court’s 
statement, which goes to the heart of 
the decision, is that it does not recog- 
nize that accounting theory and funda- 
mental income determination relate 
cost of sales to the inventories and 
each is dependent upon the other. 

The Court argued that the cost of 
sales computation prevents the cash 
basis farmer from postponing income 
through the medium of livestock pur- 
chases. It is suggested that this is 
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actually an argument against the en- 
tire concept of the cash method of 
accounting rather than an argument 
limited to the specific issue involved. 
Actually cash method farmers for 
years, through purchases of feed, sup- 
plies, and other items, have been 
“postponing” income under cash ac- 
counting. Can we interpret the Court’s 
language in this case to mean that it is 
severely curtailing the cash method of 
accounting for farmers? 

The Alexander case has been ap- 
pealed by the taxpayer. Although the 
Stokes case has not been appealed, the 
filing period for appeal has not yet 
elapsed. 0 


Utility ordered to use 
regular depreciation 


ACCOUNTING TREATMENT OF SPECIAL TAX 
CONCEssIons under Sec. 124A of the 
Code has continued to be a troublesome 
question for certain utilities and other 
regulated industries. While Accounting 
Research Bulletin No. 42 of the Amer- 
ican Institute of Accountants, which 
covers this subject, was not designed to 
apply to regulated companies, the ques- 
tion presented by these companies 
weighed heavily in the deliberations 
leading to adoption of the Bulletin 42 
rule. 

Now a new case before the Massa- 
chusetts Department of Public Utilities 
brings an order which fairly states the 
case for the company with assets 
which clearly have a life in excess of 
60 months. In order to prevent dis- 
tortion of income both during and after 
the 60-month period, the Department 
holds that Boston Edison Company 
shall account for such assets as if no 
certificate of necessity existed, and 
shall make suitable footnote disclosures 
of tax transactions arising under the 
Certificate. The Department explained 
its conclusions this way. 


[1] This request of the Boston Edi- 
son Company for accounting instruc- 
tions for accelerated amortization is the 
first upon which the department has 
been formally requested to rule. The 
department has been cognizant of the 
treatment of this departure from nor- 
mal accounting practice and has fol- 
lowed with interest the rulings of other 
regulatory bodies. Under normal ac- 
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counting practices the books of the 
Boston Edison Company should show 
actual taxes accrued for payment and 
actual net income for the year. How- 
ever, such a procedure would reflect 
abnormally low earnings for the fol- 
lowing period of years. It has been the 
considered opinion of the department 
that the accounting procedure as re- 
quested in the petition of the company 
isa reasonable solution to the problem. 
We are of the opinion that if a com- 
pany :elects to exercise the authority 
granted under the outstanding neces- 
sity certificates and under others that 
may hereafter be issued, the interests 
of the customers of the company and 
of its security holders require that any 
reduction in federal income taxes re- 
sulting from the accelerated amortiza- 
tion of emergency facilities during the 
amortization period should be held in 
reserve to provide for the payment of 
the federal income taxes to become due 
after the amortization period. 

We are, however, of the belief that 
the. annual returns of the company 
should contain. appropriate notations 
relating to the tax and income accounts 
so that the accounting procedure will 
be fully explained therein and we are 
providing in our order that “Acct. 551 
— Taxes Assignable to Electric Opera- 
tions” and the amount shown as “In- 
come Balance Transferable to Profit 
and. Loss” be so noted. 

It is therefore ordered that Boston 
Edison Company is hereby authorized 
and directed to account for the cost of 
emergency facilities which it may elect 
to amortize pursuant to necessity cer- 
tificates issued under the provisions of 
§.124A of the Internal Revenue Code 
and the federal income tax differences 
resulting from such amortization until 
further order from the department, as 
follows: 

(1) The company shall account for 
facilities in respect to which necessity 
certificates are issued in the same man- 
ner as other property of the company 
and shall accrue depreciation of such 
facilities on its books at normal rates. 

(2) During the sixty-months’ amor- 
tization period the company shall in- 
clude under “Taxes Assignable to Elec- 
tric Operations — Acct. 551” in an ac- 
count entitled “Provision for Future 
Federal Income Taxes” an amount, or 
amounts, equal to the reduction in fed- 
eral income taxes resulting from the 
amortization of emergency facilities 
and that such amount shall be credited 
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to an account entitled “Reserve for De- 
ferred Federal Income Taxes” under 
“Other Reserves — Acct. 320.” 

(3) After the said sixty-months’ 
amortization period, the company shall 
charge to “Reserve for Deferred Fed- 
eral Income Taxes” under “Other Re- 
serves— Acct. 320” and shall credit to 
“Portion of Current Federal Income 
Taxes Deferred in Prior Years” under 
“Taxes Assignable to Electric Opera- 
tions— Acct. 551” an amount, or 
amounts, equal to the increase in the 
federal income taxes payable for that 
year resulting from the fact that nor- 
mal depreciation. cannot be deducted 
because of the previous amortization 
of the cost of the facilities pursuant to 
such necessity certificates. 

(4) The company shall charge to 
“Reserve for Deferred Federal Income 
Taxes” under “Other Reserves — Acct. 
320” and shall credit to “Portion of 
Current Federal Income Taxes De- 
ferred in Prior Years” under “Taxes 
Assignable to Electric Operations — 
Acct. 551” an amount, or amounts, 
equal to any balance of “Reserve for 
Deferred Federal Income Taxes” as at 
December 31st of each year related to 
plant retired during said year which 
plant had been amortized under such 
necessity certificates. 

(5) The company shall by statement 
duly vertified report to this depart- 
ment with respect to each. necessity 
certificate any pertinent data or calcu- 
lations which may from time to time 
be requested by this department. 

(6) The company shall in its an- 
nual return to this department insert 
appropriate footnotes to its Income 
Statement “Acct. 551— Taxes Assign- 
able to Electric Operations” and to 
the amount reported as “Income Bal- 
ance Transferable to Profit and Loss” 
in explanation of the deferred taxes 
resulting from said accelerated amor- 
tization, including the amount thereof. 


Some new notes on valuation of 


patents, formulae, trademarks 
WE'VE TONS OF MATERIAL on the general 
subject of valuation, and there are 
about as many special attitudes toward 
the subject as there are persons inter- 
ested. But we get very little help when 
we research the question of how to 
value patents and similar property 
rights in these intellectual-turned-legal 


commodities. Because of this we wel- 
come Joseph Berman’s analysis in the 
Dickinson Law Review (Vol. 58, p. 58), 
and bring you here this useful piece 
of it. 


Valuation of Copyrights, Patents, 
Secret Formulae, Trademarks. Patents 
generally are not traded on the market 
as other commodities. Their value can- 
not be arrived at by referring to sales 
prices paid for “comparable” property. 
The cost of a patent can only be de- 
termined by its fair market value, if 
the sale was entered into at “arms 
length” and at a period not too far 
from valuation date. Its value lies in 
the amount of profit that it will bring 
to its owner. We therefore must mea- 
sure its earning capacity by way of 
estimating its prospective annual 
profits, if possible, based on past per- 
formances and forecasting it on the 
basis of such future developments’ as 
can be reasonably anticipated on valua- 
tion date. Past performance in some 
instances may be an ‘unreliable method, 
where at the beginning there are man- 
ufacturing difficulties, infringements by 
competitors and patent litigation. 

Where the patented article is ex- 
ploited by means of licensing agrée- 
ments, the royalties obtained can be a 
measuring device for determining its 
earning capacity. In other cases it is 
measured by profits expected from the 
manufacturing and selling of the pat- 
ented article and the savings effectu- 
ated by using the patent in manufac- 
turing the object in question. This 
must be distinguished from profits ar- 
rived at from advertising the article, 
managerial skill in its manufacture and 
sale, and clever sales method used. 
This is true especially in cases where 
the patent covers a special device for 
manufacturing an article which other 
manufacturers produce by other proc- 
esses. The profits expected must be 
credited partly to personal services 
rendered and skill in manufacture and 
not solely to the patents. 

The annual earnings in patent cases 
should be estimated for the entire 
period of its existence or until it be- 
comes obsolete prior to the expiration 
of the patent. The future earnings 
should be reduced to their present fair 
rate under the circumstances. In the 
Prophylactic case (25 B.T.A. 676), a 
rate of 15% was suggested. Where the 
taxpayer is not engaged in the manu- 
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facture and sale of patented articles 
but merely uses it to serve its cus- 
tomers, as in clearing city water mains, 
the profits expected must be credited 
partly to personal services rendered 
and the skill involved in carrying out 
the work. The estimates in those cases 
are based on what can be reasonably 
foreseen on the valuation date and not 
by treating subsequent information as 
if it were known at the time in 
question. 

The same principles apply in the 
valuation of patent applications, secret 
formulae, copyrights, trade marks and 
good will. The best method of valuation 
in all these cases is expert testimony. 
The expert employed must be familiar 
with the valuation of patents from the 
commercial as well as the technical 
point of view. Valuation of a patent is 
arrived at from the total earnings fore- 
seeable from its use over its lifetime. 
Next we deduct from it the fair return 
on the tangible assets and other invest- 
ments responsible for the earnings. 
The remainder capitalized at a rate 
commensurate with the hazard in- 
volved in the business represents the 
value of the patent. 

Where stock of no established mar- 
ket value was issued in exchange for 
the unexpired term of a contract for 
the exclusive sale and control of a pat- 
ent medicine, and there was no history 
of earnings of predecessor owners, nor 
evidence as to prior cash offers for the 
purchase of the business at the time of 
acquisition, the subsequent earnings of 
the taxpayer could not be used as the 
basis to determine the value of the 
contract,* 

A patent application is considered as 
property capable of valuation but the 
Tax Court held that it “requires more 
than the opinion of an expert witness” 
to sustain a claimed valuation.* 

In a case where there was an agree- 
ment to pay seller a percentage of re- 
ceipts from machinery developed by 
purchaser from patents and patterns 
acquired from the seller which had a 
substantial value, but there was no way 
of measuring it at the time of the sale, 


1 National Water Main Cleaning Co., 16 
B.T.A. 223; H. D. Hoskold, Engineers Valu- 
ing Assistant, London (2d ed., 1905). 

2Dr. G. H. Tichener Antiseptic Co. v. US., 
77 F. Supp. 288 (D.C. La. 1948). 

3 Lanova Corp., 17 T.C. 1178. 

#Smith v. Westover, — F. Supp. —~ (D.C. 
Calif. 1948), aff'd.173. F.2d 90 (C.A. 9th 
1949). 


the transaction was not considered as 
a closed one, and payments received 
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after that under the contract were tax- 
able to the seller in the year received.* 





Accountant proposes new 


combination depreciation method 


OUR CONVERSATION with accountants 
currently about the 200% declining 
balance method included in HR 8300 
indicate that a great many of them 
will not rush to adopt the new de- 
preciation method. Despite the all- 
pervasive influence of taxation, a sub- 
stantial percentage of the people we 
have interviewed consider accurate re- 
flection of the depreciation charge and 
determination of normal business in- 
come to be more desirable than an 
artificial procedure for tax purposes. 

A somewhat new method, combining 
both the straight line and the declining 
balance method, has been proposed by 
Paul V. Wolfe, a partner of Harris, 
Kerr, Forster & Co., and a consultant 
to the American Hotel Association, on 
whose behalf he has proposed this new 
method to the Commissioner. Mr. 
Wolfe’s idea is to charge off 150% of 
the straight line rate the first year, 
and 50% of the straight line rate in the 
last year, thus smoothing out the curve 
somewhere between the 200% de- 
clining balance and the straight line 
rate. 


The weakness in straight-line 


The fatal weakness in the straight 
line method, says Mr. Wolfe, is that it 
is not realistic and does not conform 
to experience. It actually distorts the 
determination of annual taxable net in- 
come. Its only virtue is simplicity of 
calculation. A reflection of actualities 
should convince one that a capital asset 
contributes exhaustible value to the 
production of income and therefore de- 
preciates more in the first year of its 
life than in its last year. When a busi- 
ness has a brand new asset, for all 
practical purposes it is then in perfect 
condition, but in the last year of the 
asset’s life its condition is such that it 
is bordering on the line of being dis- 
carded into the junk heap. Under such 
circumstances, the operations during 
the last year of the asset’s life should 
not be charged with as much deprecia- 
tion as was charged in its first year of 


life, since the condition of the asset in 
use for the production of taxable in- 
come is vastly different. Also, during 
the first or early. years of the life of a 
depreciable asset, very little repairs 
are required, whereas when the asset 
gets older, repairs are necessary and 
incur charges to operations. It there- 
fore can be seen that under the straight 
line method of depreciation, the early 
years of the life of an asset are pena- 
lized in that the only charge made to 
operations relatively is that of de- 
preciation, whereas in the latter years 
of its life operations are charged not 
only with the same amount of de- 
preciation as in all prior years, but in 
addition charges are made to opera- 
tions for repairs. 

However, it is not suggested that the 
straight line method of depreciation be 
eliminated, as it is a method of compu- 
tation that has been in existence since 
the income tax law has been in effect. 
With such a background of historical 
use, elimination of the method might 
cause unnecessary: difficulties. These 
comments on the straight line method 
merely point up. its inherent -defects, 
and if there is another method that 
overcomes these defects, taxpayers 
should be given an elective right to use 
a more correct method in computing 
depreciation for the determination of 
their annual taxable net income. 

Mr. Wolfe’s proposal to the commis- 
sioner set forth several objections to the 
declining balance method as it is pres- 
ently permitted. HR 8300 as passed by 
the Senate corrects some of these ob- 
jections and includes, as is pointed out 
above, the “sum of the years-digits 
method” which should give taxpayers 
the necessary flexibility to choose a 
method to more exactly fit their needs. 


Defense Department issues 
ruling on depreciation 

RULES FOR CALCULATING DEPRECIATION 
which will be allowed as a cost in ne- 
gotiated contract pricing have been 
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issued by the Department of Defense. 
Confusion has surrounded this subject 
for some time, principally in regard to 
the question of how depreciation under 
certificates of necessity shall be calcu- 
lated. The new order, known as ODM 
Order 3-1, establishes that the procure- 
ment agency involved has the responsi- 
bility for determining how depreciation 
costs for contract pricing shall be 
figured. 

The new order is apparently aimed 
at creating uniformity among the 
various contracting agencies. This new 
order seems to separate further the 
calculation of depreciation for tax pur- 
poses under certificates of necessity, 
and the “true” depreciation, based upon 
useful life and residual value after the 
contract is completed. --o— 


New decisions 





BANKS BAD DEBT RATE BASED ON ITS, NOT 
AVERAGE, EXPERIENCE. The Commissioner 
computed the allowable bad debt re- 
serve on the basis of 20-year average 
loss rate of all banks in its Reserve Dis- 
trict. The Court held this method un- 
reasonable in the light of the bank’s 
actual experience, and allowed larger 
deductions. First Nat'l. Bank at Wil- 
kinsburg, T.C.M. 1954-78. 


Bap DEBT ALLOWED DESPITE SUBSEQUENT 
PART PAYMENT. Taxpayer claimed in 
1950 a non-business bad debt for loans 
made in 1949. In 1950 the debtor’s busi- 
ness was in very poor condition and he 
had no other assets. In 1951 the tax- 
payer had secured a judgment and has 
kept the notes current by renewals. 
The Court finds that in 1950 he should 
be allowed as a loss the amount of the 
loans less a repayment made in 1952 
but not forseeable in 1950. David 
Cohen, TCM 1954-73. 


EXPENSE OF RENTED SUMMER COTTAGE. 
1947 maintenance expenses of a sum- 
mer cottage, used by the taxpayer in 
1946 but rented for July and August 
1947, were fully allowed. The Tax Court 
found that the conversion to rental use 
took place in 1946 not July 1, 1947, as 
contended by Commissioner. Clarence 
B. Jones, 22 TC No. 55. 


CoMMISSION OR GAIN ON SALE. Taxpayer 


August, 1954 


received $30,000 when option to buy 
stock was sold by associate. Tax Court 
found that taxpayer had been equitable 
joint owner and this was gain on sale 
of option, not commission for services 
as argued by Commissioner. Lipe 
CA-10, 5/12/54. 


HYBRID INVENTORY METHOD REJECTED — 
BUT TAX COURT MUST USE ACTUAL COST. 
Taxpayer operated a highpriced men’s 
clothing store. It took inventory at re- 
tail, noting markup of each item. From 
the net, which is actual cost, arbitrary 
reductions of each item were made. 
The Commissioner and the Tax Court 
properly rejected this as not sanctioned 
by the Regulations. But the Circuit 
Court does not approve the computa- 
tion they used — cost computed by de- 
ducting from each retail price an 
“average” markup. When the actual 
cost is available, it must be used. The 
Court said the taxpayer had no right 
to insist on an allowance for damage, 
broken lots, etc. While he could have 
achieved this result by electing to take 
inventory at bona fide selling price less 
cost of disposition, he now can present 
no evidence to show such figures. John 
L. Ashe v. Comm., C. A.-5, 6/28/54. 


CaPITAL GAIN ON ISOLATED SALE OF 
LEASES BY OIL PRODUCER. The Court 
found that the taxpayer was in the 
business of discovering oil, drilling, and 
operating oil property to exhaustion. 
He had made very few sales of prop- 
erty. Hence his properties were held 
for use in his business and not sale to 
customers and gain on sale was capi- 
tal. George S. Engle, TCM 1954-61. 


HOLDING PERIOD OF CAPITAL ASSET. At 
issue here was the question of what 
was sold (real estate or contract) and 
how long the asset had been held. In 
January 1946 taxpayer contracted to 
buy real estate provided the seller 
could get the necessary court approval. 
After several hearings and for an in- 
creased price, the court in May ap- 
proved of the sale. In August, the tax- 
payer assigned to another his right in 
the January contract and his right to 
the real estate. In August, settlement 
took place by transfer of deeds from 
the seller to the taxpayer and from 
the taxpayer to his vendee. Held that 
since contract was not binding until 
approved, the gain was in any case 
short term. Vincent Coraci, TCM 
54-64. 


SALE OF CARS USED FOR RENTAL. Tax- 
payers who are primarily in the busi- 
ness of renting motor cars to others 
will be permitted to report gain on the 
sale of such cars as capital if they sell 
their used cars at wholesale prices to 
dealers, wholesalers or jobbers and do 
not maintain facilities for the sale of 
such cars at retail. Rev. Rul. 54-229. 


“CoMPANY” CARS AND “DEMONSTRATOR” 
cars. The position of the IRS is that 
demonstrator cars are held for sale to 
customers, are not subject to deprecia- 
tion, and gain on their sale is ordinary. 
Company cars are used in the business, 
are subject to depreciation and gain 
on their sale is capital. Whether a car 
is a demonstrator or a company car is 
a question of fact in each case. Rev. 
Rul. 54-222. 


CAPITAL GAIN ON COVENANT NOT TO COM- 
PETE. Taxpayer sold stock in news- 
paper corporation for nearly $400,000. 
Included in the contract was a covenant 
not to compete in the area for 10 years. 
A subsequent contract assigned $100,- 
000 to that covenant on the buyers 
urging that this would permit him to 
depreciate the $100,000. The Court 
finds that the covenant was merely in- 
cidental to the sale and had no true 
separate value. The entire proceeds are 
for the sale of the stock and none rep- 
resents ordinary income allocable to 
the covenant. George H. Payne, 22 TC 
No. 66. 


ORDINARY INCOME ON SALE OF LAND. Tax- 
payer’s predecessors acquired land in 
Florida for timber and naval stores 
manufacture. Currently the land was 
leased for ranching, grazing, etc., but 
sales were constantly made. The land 
was about 11% of the company assets. 
The Tax Court found that it was held 
for sale in the ordinary course of busi- 
ness and gain was ordinary income. 
Consolidated Naval Stores v. Fahs, D.C. 
Fla., 6/15/54. 


ORDINARY INCOME ON SALE OF LAND. 
Taxpayer contended that since 1915 it 
was engaged in the orderly liquidation 
of vast holdings of Texas real estate. 
Sales have been continuous but the 
taxpayer leased land and engaged in 
oil operations. The Court examined the 
operations and concluded that part of 
its business was the sale of land and 
gain was ordinary. Chandler v. U. S., 
D. C. Ill, 6/4/54. 
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CORPORATION TAXABLE ON SALES PROCEEDS 
SENT DIRECTLY TO STOCKHOLDERS. Tax- 
payer billed its limited supply of nylon 
hosiery at 90% of OPA price to one 
dealer. The stockholders of the tax- 
payer received from the dealer 10% 
of the OPA price plus 5/6 of the 
dealer’s profit. Tax Court holds that 
entire amount is income to the cor- 
poration. Miller-Smith Hosiery Mills, 
22 TC No. 75. 


LIABILITY UNPAID FOR 12 YEARS INCOME 
WHEN WRITTEN OFF. In 1930 taxpayer 
bought concentrate which it claimed 
was inferior and for which it never 
paid. In 1942 the liability was credited 
to surplus. Tax Court holds this is 
taxable income, as an adjustment to a 
previously deducted item, in 1942. Lime 
Cola Company, 22 TC No. 77. 


Cost OF COVENANT NOT TO COMPETE, NOT 
AMORTIZABLE. The Tax Court finds that 
when the taxpayer bought an insurance 
agency, he required the seller to give 
him a five year covenant not to com- 
pete solely for the purpose of protect- 
ing the assets and good will he was 
buying. Since the covenant is not sep- 
arable from the other assets acquired, 
no part of the purchase cost can be 
allocated to it and amortized. Lloyd H. 
Walker, TCM 1954-71. 


CONSTRUCTION CORRECTING VIOLATION 
CAPITALIZED. The city fire department 
threatened court action and closing of 
taxpayer’s theatre unless a fire exit was 
constructed. This cost over $16,000. 
Tax Court holds that the cost must be 
capitalized. Trenton-New Brunswick 
Theatres Company, TCM 1954-69. 


ADVANCE PAYMENTS DUE FROM DISTRIBU- 
TOR NOT ACCRUED INCOME. The Court 
finds that $40,000, which its distributor 
was required to pay it in the taxable 
year (but which was never paid) was 
to be a deposit for future supplies and 
not accruable. Lime Cola Company, 
22 TC No. 77. 


ACCRUING RENT WHEN TENANT IS IN RE- 
CEIVERSHIP. Taxpayer accrued rent due 
under lease for the entire term of the 
lease even though the Receiver had re- 
pudiated the lease and taxpayer had 
re-entered. Those were loss years for 
the taxpayer. It then claimed a bad 
debt when settlement for unpaid rent 
was made. The Court holds that it was 
proper to accrue rent as set in the 


lease for the time prior to the appoint- 
ment of the Receiver and also for the 
time the Receiver occupied the prem- 
ises after repudiating the lease. Noth- 
ing should be accrued for the period 
after re-entry; the receiver denied li- 
ability and collectibility was uncertain. 

_Interest on deposits in a closed bank 
is income when received; here also 
collectibility is too uncertain for accural 
prior thereto. As to the carryback of 
loss, the definition of operating loss in 
the year suffered must be used — not 
the definition in the year to which car- 
ried. Buhl Land Company v. Kavanagh, 
D. C. Mich., 6/ 1/ 54. 


ORDINARY INCOME ON SALE OF WAR 
RENTAL HOUSING. The taxpayer was 
transferee of a corporation which built 
111 houses for rental to defense work- 
ers. It was not profitable and in 1946, 
when restriction against sale was lifted, 
90 of the houses were sold (21 were 
sold in prior years). The Court said 
that in 1946, the houses were held for 
sale in the ordinary course of its busi- 
ness which then was selling and no 
longer was rental. The gain conse- 
quently was ordinary income. Nathan 
D. Goldberg, 22 TC No. 67. 


EXCESS PROFIT TAX REDUCTION FOR OP- 
ERATING Loss. Taxpayer deducted ex- 
cess profits tax paid in the year of an 
operating loss (on account of profits in 
another year) in computing the operat- 
ing loss carryover. This the Tax Court 
refused to allow on the ground that 
only excess profits tax accrued in that 
year could be deducted. The Tax Court 
thus followed its decision on the 
Lewyt case, 18 TC No. 1245 (now on 
appeal to the Second Circuit) and re- 
fused to follow the Court of Claims in 
the Olympic Radio and Television case, 
104 F supp. 109 (cert. applied for). W. 
L. Maxson Corporation, TCM 1954-68. 


AMORTIZATION OF EMERGENCY FACILITIES. 
The Commissioner will allow rapid 
amortization of only the percent of 
cost specified in the certificate of ne- 
cessity. He will not follow the Court 
of Claims (Wickes Corporation v. U. S., 
108 F. Supp. 616) which stated that the 
War Production Board could not limit 
the certificate to only part of the cost 
of the facility. Rev. Rul. 54-214. 


Opa PENALTY. New ruling modifies 
prior rulings holding certain types of 
penalty payments for OPA violation 
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non-deductible. All penalties based on 
an agreed settlement for overcharges 
are deductible when not wilful, inten- 
tional, or due to failure to take prac- 
tical precautions. The Commissioner 
thus accepts the rule followed by the 
courts in many cases: that public policy 
is not frustrated by allowing such de- 
ductions. Rev. Rul. 54-204. 


UNREPORTED SALES AND PURCHASES COM-~ 
PuTEeD. During the years 1943 to 1947 
when rayon was hard to obtain the tax- 
payer, a weaver of florists’ ribbons, 
made cash black market purchases and 
cash sales. Neither was reported. The 
unreported shipments were made on 
documents showing the purchaser as 
both consignor and consignee. No in- 
voices were issued. The Commissioner 
obtained testimony of retail purchasers 
and records of their cash purchases. 
The Tax Court accepted the computa- 
tion of quantity of unreported pur- 
chases made from the records of the 
finisher who handled the entire output 
of the mill and estimated the excess of 
black market cost over OPA price. 
Fraud penalties sustained. 

Officers salaries allowed for only 5/12 
claimed. For final seven months, cor- 
poration was merely a holding company 
and little was required of the officers. 

Corporation claimed $2,500 for travel 
and entertainment, supported only by 
monthly checks in round amounts. Tax 
Court allowed $1,000. Marcia Silk Mills, 
T. C. M. 1954-81. 


No SHORT PERIOD RELIEF AFTER UN- 
AUTHORIZED CHANGE OF FISCAL PERIOD. 
As partners, the taxpayer and his wife 
had for many years reported on a Feb- 
ruary 28 year as did the partnership. 
Upon incorporation of the business, 
the CPA recommended using a calen- 
dar for their personal returns. Without 
asking permission required by the law 
then in effect, they filed a return for the 
10-month short year. They did not an- 
nualize the income nor did they request 
the relief available if annualized in- 
come is less than actual 12-month in- 
come. The Commissioner annualized 
the income and allowed no relief. Tax 
Court finds that the Commissioner can 
hold the taxpayer to his new reporting 
year, there being no evidence that the 
taxpayer did not actually change their 
accounting period. Since they did not 
make the formal application for relief 
required by the regulations, they have 
no right to it. Andrew John Williamson, 
22 TC No. 38. 








Se Sa 2° e 885 £e ss Ww 


—s 


~~ nu ey 


THE TAXATION OF INDIVIDUALS 


Personal tax problems 


EDITED BY BENJAMIN HARROW, J.D., CPA 


Where do we stand on entertainment 


expenses since Sutter decision? 


EVERYONE WHO USES AN EXPENSE AC- 
couNT in business has had a sword 
hanging over his head since the Sutter 
decision, whether he knew it or not. 
We have discussed Sutter with many 
tax men; they say “how can a man 
operate under such a rule?” It’s logi- 
cal, perhaps; it may be that something 
of this sort is necessary to prevent 
expense-account abuses. Yet you just 
can’t make the rule work. How can 
you advise a client when you know 
what seems to be the law just won’t 
work? 

We have been searching eagerly for 
an analysis of this situation that will 
help a tax man advise clients in a 
practical way; in a way that will be 
acceptable to the taxing authorities, 
but at the same time which will permit 
normal and proper business to be done. 

David W. Belin, in the latest Michigan 
Law Review (Vol. 52, p. 1042) gives 
us the best picture of the current 
rules, incorporating Sutter, that we 
have seen. 

After pointing out that business en- 
tertainment expenses usually include 
some enjoyment to the entertainer [or 
at least, we might add, it is generally 
considered obligatory that he act as 
though he were enjoying it!], he 
touches on the well-known problem of 
the difficulty of proving the business 
results from certain types of expendi- 
tures. “. . . what business value there 
is” says Mr. Belin, “will often be of 
an intangible nature; it is difficult for 
a business man to point to a specific 
transaction and say this is the result 
of taking John Doe out to dinner.” 

In addition, he goes on to say, most 
of the evidence of the purpose of the 
expenditure will of necessity come 
from the taxpayer, who is probably in- 
clined to overemphasize the business 


need for the expenditure. Thus, even if 
the courts would not generally follow 
a doctrine that deductions are a matter 
of legislative grace, the question of 
what are legitimate entertainment ex- 
penses must nevertheless be narrowly 
construed because of these peculiar 
factors. From here on, it’s Mr. Belin 
speaking. 

The courts have been struggling with 
this problem for years, their most ef- 
fective weapon being the Cohan rule 
(39 F. (2d) 540), which gives the ele- 
ment of flexibility necessary to meet 
each new situation confronting a court 
by allowing as close an approximation 
as possible of the amount of deductible 
entertainment expenses where evi- 
dence is inexact as to the actual 
amount. The court may bear heavily 
upon the taxpayer in making this ap- 
proximation. However, in the recent 
decision of Richard A. Sutter (21 TC 
No. 20), the Tax Court set forth a doc- 
trine of partial deductibility to limit 
further the deduction of entertainment 
expenses. 


The Sutter Doctrine 


Richard A. Sutter was a doctor prac- 
ticing industrial medicine. His clients 
were industrial and commercial or- 
ganizations, which employed persons 
who were patients of Sutter, and insur- 
ance companies insuring such organiza- 
tions. It was not the nature of the tax- 
payer’s practice to secure these or 
other patients directly or via referrals 
from other doctors. The central issue 
as phrased by the court was: 

“When a taxpayer in the course of 
supplying food or entertainment or 
making other outlays customarily re- 
garded as ordinary and necessary in- 
cludes an amount attributable to him- 
self or his family, such as the payment 
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for his own meals, is that portion of the 
expenditure an ordinary and necessary 
business expense on the one hand or a 
nondeductible personal item on the 
other?” 

The court held that there is a pre- 
sumption that such items by their na- 
ture are not deductible, because they 
are personal expenses under section 
24(a)(1) of the Internal Revenue 
Code, and that the presumption is re- 
buttable only by clear evidence show- 
ing that the expenditure was different 
from or in excess of what would have 
been made for the taxpayer’s personal 
purposes. In other words, if a taxpayer 
desires to entertain a business acquaint- 
ance and his wife for business pur- 
poses and feels that it would further 
the business purpose to have his own 
wife present, the cost of the meals for 
the two guests is fully deductible, but 
the cost of the food for the taxpayer 
and his wife is deductible only to the 
extent it exceeds what would have 
been spent had the taxpayer and his 
wife remained at home. 

This is not necessarily a radically 
new approach. An inkling of the view 
taken by the Tax Court in the Sutter 
case appeared in Eugene H. Lorenz (8 
TCM 720), a 1949 memorandum de- 
cision. Although Lorenz was a certi- 
fied public accountant as well as a 
lawyer he kept no records of amounts 
expended to entertain clients, and the 
deduction of these amounts was denied 
because of lack of proof. The opinion 
went on to say by way of dictum: “It 
is not shown to what extent they [the 
claimed expenses] included the cost of 
petitioner’s own meals and entertain- 
ment which would not, if separable, be 
deductible under any circumstances.” 

Although the philosophy underlying 
the Sutter doctrine seems fair and 
equitable, there are manifold problems 
that would be involved in its adminis- 
tration. For instance, how can it be 
shown what the taxpayer and his wife 
would have eaten had they not enter- 
tained; would they have had steak that 
night, or hamburger? Suppose the tax- 
payer has several children who will 
have to eat at home anyway; the mar- 
ginal value of two additional servings 
for the taxpayer and his wife would be 
rather small as well as hard to prove. 
Of course, the service might adopt a 
rule permitting the deduction of the 
amount spent in excess of the average 
normal expenditure. This is akin to a 
policy adopted in 1920 with regard to 
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travel expenses which allowed the de- 
duction of excess expenditures (TD 
3101). After January 1, 1921, in order 
to deduct any traveling expenses for 
meals and lodging, the taxpayer had to 
support the claim with a table of nor- 
mal expenditures. This included a 
showing of “average monthly expense 
incident to meals and lodging for the 
entire family, including the taxpayer 
himself when at home; average monthly 
expense incident to meals and lodging 
when at home if taxpayer has no fam- 
ily; total amount of expenses incident 
to meals and lodging while traveling 
on business and claimed as a deduc- 
tion... .” A more complex system of 
deductions could hardly be imagined. 
Fortunately, the change in the law 
permitting the deduction of the “entire” 
amount saved the Treasury Depart- 
ment much work and the American 
taxpayer much anguish. It is appropri- 
ate here to note the reference to this 
change by Justice Rutledge in his dis- 
sent in the Flowers case, where he de- 
clared: “Congress has revised Section 
23 once to overcome niggardly con- 
struction. It should not have to do so 
again” (Flowers, 326 US 465). 

If the Sutter doctrine is to be applied 
in its full ramifications in future cases, 
with no change in the statute, there 
will be manifold problems of evi- 
dentiary proof. Coupled with the dif- 
ficulty and cost of administering such 
a rule, this would seem to make Sutter 
less than an ideal solution to the prob- 
lems presented by entertainment ex- 
penses. In addition, the doctrine does 
not have the flexibility necessary to 
meet these problems of mixed per- 
sonal-business complexion. However, 
the Sutter case today is law; with this 
in mind, the development of other case 
law in the labyrinth of entertainment 
expenses will be examined. 


The cases before Sutter 


Underlying every decision in the en- 
tertainment expense realm are the 
competing considerations of sections 
24(a) (1) and 23(a)(1)(A) of the In- 
ternal Revenue Code — the former de- 
nying deductions for “personal ex- 
penses” and the latter allowing deduc- 
tions for “ordinary and necessary” 
business expenses. Businessmen main- 
tain entertainment is often done for 
purposes similar to those of advertis- 
ing. Indeed, the analogy to advertising 
expense is a cogent argument for de- 
duction. On the other hand, whenever 


advertising expenses are incurred, 
there are few of the personal elements 
present which are prevalent in enter- 
taining. Apart from the argument that 
these expenses are of a personal na- 
ture, it could be said that commercial 
entertainment is frequently a form of 
goodwill expenditure and should be 
capitalized rather than deducted. (Oli- 
ver, 1 TCM 8, see Caswell, 14 BTA 15, 
Denny, 33 BTA 738) It is also to be 
noted that in many respects social 
status and social obligations complicate 
the picture. Thus we have the ad- 
ditional problem of the line between 
“status” income and expenses and le- 
gitimate business deductions. 


General tests of deductibility 


In attempting to gain deduction for 
entertainment expenses, the taxpayer 
is immediately confronted with the 
“ordinary” and “necessary” tests of 
section 23(a)(1)(A). In Blackmer v. 
Commissioner (70 F. (2d) 255), an 
actor claimed deduction for theater 
tickets, lunches, suppers, and various 
parties given newspapermen and those 
in the entertainment field in order to 
enhance his reputation and aid in se- 
curing engagements. The court said 
that these expenditures “tended to pro- 
mote his popularity and thereby to 
increase his income from that business. 
The expenses were therefore ordinary 
and necessary expenses.” In further 
clarification the court interpreted 
“necessary” as “appropriate” and “help- 
ful.” The true “ordinary” character of 
the expenses undoubtedly stemmed 
from the finding that in the theatrical 
business this type of entertaining was 
“customary.” However, even with this 
seemingly lenient criterion, the tax- 
payer did not gain complete deducti- 
bility because of the inexactitude of his 
computation; the Cohan rule was used. 

In addition to the “ordinary” and 
“necessary” standards, a clear showing 
of business purpose is necessary, and 
the burden of proof is on the taxpayer 
(Hess, 24 BTA 475; Van Sicklen, 33 
BTA 544). If entertainment is of a 
mixed complexion in a series of ex- 
penditures, deduction will not be al- 
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lowed unless there is a segregation of 
the amount and purpose of these ex- 
penses as between business and per- 
sonal. Memoranda supporting the ex- 
penditures are helpful in gaining de- 
ductibility. The argument that a court 
should take judicial notice of the busi- 
ness purpose or the necessity in the 
taxpayer’s business or profession of 
occasionally entertaining clients or 
others has met with little success, as in 
Lorenz (8 TCM 720) where the tax- 
payer was a lawyer and CPA. 

Recent cases have shown a tendency 
to emphasize more and more the idea 
that proof must be presented to “show 
that such expenditures had a direct re- 
lation to the conduct of a business or 
the business benefits expected (Boehm, 
35 BTA 550). There seems to be a 
positive correlation between the empha- 
sis on the idea of directness and the in- 
creasing number of deduction claims 
where both personal and business ele- 
ments are present. It has been argued _ 
that this additional requirement is un- 
fair and that once the hard burden of 
showing the expenses as ordinary and 
necessary has been met, the courts 
should be liberal in allowing full de- 
ductibility. However, in rebuttal it can 
be said that courts must of necessity 
be cautious where there are attempts 
to charge off items like trips to the 
Kentucky Derby and fishing expe- 
ditions on which the taxpayer is ad- 
mittedly accompanied by friends, or 
contributions by a corporation to the 
wedding of the daughter of its majority 
stockholder (Haverhill Shoe, 15 TC 
517). Regardless of which argument 
one prefers, the fact remains that the 
element of direct relationship to busi- 
ness purpose has become an important 
peg on which the Tax Court has been 
hanging many decisions. 


Deductions by individuals 


Factors of Reimbursement and Re- 
quired Duties. The early cases in the 
entertainment expense area were fairly 
liberal in allowing full deductibility, 
especially with regard to salesmen and 
corporations. However, even at an 
early date salesmen had a difficult time 








Lawyers & Accountants In and Out of Social Security 
THE QUESTION OF WHETHER lawyers and accountants should be covered by the 
federal social security system, over which turmoil and argument has raged 
for years, was upset again late in July when the Senate Finance Committee 
voted to exclude them. The Committee had previously voted to include them 
on a voluntary basis, after having first voted them out. Then, in a second 
reversal they were excluded along with other professionals. 
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deducting entertainment expenses if 
they were not reimbursed by their em- 
ployer. The factor of reimbursement is 
even more important to corporation 
executives and employees (see Treas. 
Reg. 118, § 39.22(n)-1(f), the courts 
here generally being very strict about 
this requirement. For instance, in 
Chivers’ Appeal (4 BTA 1083) an em- 
ployee of a newspaper was not allowed 
to deduct the expense of operating an 
automobile used for the convenience of 
visitors to the city as a means of en- 
tertaining them and increasing the 
goodwill of the employer newspaper 
corporation. 


Non-reimbursable employees 


The problem of entertainment ex- 
penses by governmental employees de- 
serves special mention, because there 
is seldom any reimbursement for their 
entertaining. In Commissioner v. Motch 
(180 F. (2d) 859), the entertainment 
by an army officer of persons with 
whom he transacted government busi- 
ness was held to be part of “gracious 
living” and not ordinary and necessary 
business expenses. On the other hand, 
an earlier decision in the case of John 
J. Ide (43 BTA 799) reached a con- 
trary result based largely on the intent 
of the taxpayer in making the expendi- 
tures. Ide served in Paris in a ca- 
pacity similar to that of a military at- 
taché; he was not required to enter- 
tain, nor was he reimbursed by the 
government for money spent in enter- 
tain:i-. But the court upheld the de- 
duction in the particular factual situa- 
tion, because in incurring the expenses 
Ide thought he would help get the re- 
sults the government desired. A simi- 
lar result was also reached in a case 
involving the Governor of American 
Samoa (Pollack, 10 BTA 1297). There 
the taxpayer’s entertainment expenses 
were held a necessary expense incident 
to his position and deductible, since he 
might have been reprimanded for not 
having extended official courtesy to 
official visitors. 

Where there is no reimbursement, an 
individual taxpayer is not completely 
foreclosed from obtaining a deduction, 
if he can show that the expenses were 
made in pursuit of or as part of his 
required duties. In Schmidlapp v. Com- 
missioner (96 F. (2d) 680) the taxpayer, 
a bank vice-president, claimed it was 
expected that as part of his duties he 
would entertain visitors whose favor 
the bank desired. The Second Circuit 
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held that these were “ordinary and 
necessary expenses incurred in carry- 
ing on his business,” even though it 
was for the benefit of the bank. The ra- 
tionale was that though this was for 
the benefit of the bank, so were all of 
the other services of the taxpayer; thus 
the expenses were deductible as a 
necessary expense, if there was an 
understanding that this was a part of 
the taxpayer’s bank duties. The re- 
quired duty criterion resulted in a 
seemingly unfair decision in Franklin 
M. Magill (4 BTA 272). In that case 
the sum spent by the taxpayer, a cor- 
poration executive, for the rental of a 
room in an athletic club that was used 
“strictly” for purposes of business in 
entertaining customers and employees 
of the firm was not deductible, where 
there was no showing that the tax- 
payer’s compensation was fixed with 
the idea that he should be required to 
make such a rental. The court stated: 

“In the absence of an agreement, 
such expenses should be adjusted be- 
tween the employer and the employee. 
The employee cannot take advantage 
of the Federal tax law for the purpose 
of correcting the omissions occurring 
in his arrangements with his employer.” 

The fact that the corporation may be 
wholly owned is of no consequence 
with regard to the criteria of reim- 
bursement and required duties (Roach, 
20 BTA 919). 


Deductions by corporations 


Amount Deductible, Custom, Propor- 
tion of Expense, and Business Neces- 
sity. The corporation for whose benefit 
the entertaining is done usually has 
less difficulty in obtaining a deduction, 
but there should be more than just a 
showing of the general purpose of the 
expenses in order to have them de- 
ductible. In Plymouth Brewing and 
Malting Co. (16 BTA 123) expenses 
incurred by the president of a cor- 
poration in the ordinary and necessary 
entertainment of customers, incident 
to sales of the corporation, were de- 
ductible by the corporation, notwith- 
standing the fact that there was no 
detailed accounting of the expenses 
shown. However, the court said that 
the amount “actually expended” ex- 
ceeded the amount claimed. 

The custom of the trade will influ- 
ence the decision also, and if the busi- 
ness in which the taxpayer engages 
requires such expenditures to meet 
competition, this will be an important 





factor favoring deduction. Entertain- 
ment expenses, including theater tick- 
ets, clothing, and outright cash pay- 
ments have been held deductible as 
ordinary and necessary, where such 
expenses were customary in the busi- 
ness in which the taxpayer engaged 
(the wholesale liquor business). The 
Adler Co., 10 B.T.A. 849 (1928). See 
also, McQuade’s Appeal, 4 B.T.A. 837 
(1926), where the taxpayer, also a 
wholesale liquor dealer, took tickets 
“off the hands” of retailers who were 
obliged to buy such tickets as a matter 
of goodwill for various entertainments. 
The court found as a fact that it was 
the practice of wholesale dealers in the 
liquor trade to do this “in order to 
keep in their [retailers] good graces” 
and allowed the deduction. Contra, LT. 
2135, IV-1 Cum. Bul. 32 (1925). How- 
ever, there is a limitation with respect 
to public policy: purchase of bootleg 
whiskey contrary to federal law has 
been held to make an expenditure not 
deductible (Lorraine, 33 BTA 1158). 
And in Raymond F. Flanagan (47 BTA 
82) the taxpayer, a salesman of slag 
and other materials, could not deduct 
expenses for entertaining public of- 
ficials where seventy-five percent of 
his sales were to political subdivisions, 
even if there were no express pro- 
visions of the law involved and even 
if all of his competitors did similar 
entertaining. This result was reached 
in the face of the petitioner’s testimony 
that if he discontinued entertainment, 
he “would be crucified” and “looked 
upon as a nonentity.” Of course, should 
the court desire to avoid the possible 
effect of the Lilly (343 U.S. 90, 72 S.Ct. 
497) doctrine that deduction of ordi- 
nary and necessary business expenses 
is not prohibited simply on the grounds 
that they violate or frustrate public 
policy, there is authority that enter- 
tainment expenses contrary to public 
policy are not “ordinary and neces- 
sary” to the taxpayer’s business.1 The 
soundness of this approach can be 
questioned. 


Relation to sales is important 


The relation of the amount spent by 
the company to its purchases or sales 
is another cogent factor in determining 
deductibility (Rodgers Dairy, 14 TC 
66). This will also bear on how much 
an individual can deduct; there should 
be some rational proportion between 
an individual’s entertainment expenses 
and his income.? In addition, the ca- 
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pacity of the taxpayer to expand his 
business reflects on the legitimacy of 
the deduction and its business purpose.3 


What is “business necessity’? 


“Business necessity” has been held to 
be a controlling element as recently as 
1952 in the Fisher case (11 TCM 607). 
The court there reasoned that in the 
taxpayer’s business as a security sales- 
man, one had to entertain since 
“. . one block of United States Steel 
shares has little to distinguish it from a 
like block of shares presented by 
another salesman.” The merit of such 
an argument seems tenuous at best; the 
implication is that the more distinguish- 
able one’s merchandise is, the less one 
should be able to deduct expenses for 
entertainment. Welch v. Helvering 
(270 U.S. 111, 54 S.Ct. 8) has been 
cited for the proposition that “norms 
of conduct” should be used in judging 
whether an expense is “ordinary.”4 In 
some situations even the expense of 
operating a yacht is deductible where 
almost exclusive business use and 
value can be shown (Dickenson, 8 
BTA 722). On the other hand, the 
Commissioner has asserted that where 
a corporation has a yacht that is used 
by an officer for personal pleasure, the 
officer constructively receives income 
equivalent to at least part of the ex- 
penses the corporation paid in operat- 
ing the yacht (Roach, 20 BTA 919). 
This contention was unsuccessful in 
1930, but it might very well be other- 
wise today. In any case, it does point 
up the problem of trying to draw the 
line with regard to fringe benefits. 


Entertaining of employees 


As a general statement it can be said 
that expenses for entertaining em- 
ployees are deductible, but there should 
be a showing of a “direct” business 


* A. M. Oliver, 1 T.C.M. 8 (1942) (a law- 
yer was denied deductibility for expenses aris- 
ing out of entertaining police officers, doctors, 
and witnesses in connection with forthcoming 
trials). 

* Penn v. Robertson, (D.C. N.C. 1939) 29 
F. Supp. 386, aff'd. (4th Cir. 1940) 115 F. 
(2d) 167 ($14,725 allowed for travel and en- 
tertainment where income was $372,654.29); 
Benjamin Abraham, 9 T.C. 222 (1947) ($500 
allowed to a taxpayer earning $28,000). 

% James Schulz, 16 T.C. 401 (1951). The 
taxpayer, a manufacturer and importer of fine 
watches and jewelry, made expenditures at a 
time when he had “more business than he 
could handle.” It seems, however, that this in 
itself should not be controlling; often adver- 
tising allotments are made when an enterprise 
has a large backlog of orders. E.g., consider 





benefit. In this context, the interpreta- 
tion of what is “direct” has been lib- 
eral. Obtaining club membership for a 
company officer in order to gain access 
to picnic grounds for an annual em- 
ployee’s picnic with the purpose of 
“stimulating the interest, morale, and 
good fellowship” of the company’s em- 
ployees has been held a direct business 
benefit (Koch, 23 BTA 161). The cost 
of holding dances for employees in 
conjunction with a system of weekly 
prizes for those departments which 
showed the greatest increase in sales 
volume over the corresponding week 
of the previous year has also been 
held to be deductible.5 The fact that 
entertaining employees may provide 
advertising as a by-product will en- 
hance the chances of deduction (Bow- 
man, 16 BTA 1157). 

Where an individual desires to en- 
tertain those working under him, de- 
duction is somewhat more difficult 
because of problems of non-reimburse- 
ment and questions of whether such 
expenditures are a required part of the 
person’s duties. However, a very re- 
cent case allowed a district sales man- 
ager to deduct expenses of entertaining 
the salesmen working under him upon 
whom his bonus and the general suc- 
cess of the selling depended, although 
the expenses were made on the man- 
ager’s own initiative and were neither 
required nor reimbursed by his em- 
ployer.6 But such non-reimbursed ex- 
penses are not deductible for adjusted 
gross purposes, since they are not 
“trade or business” deductions and the 
absence of reimbursement prevents 
these expenses from being categorized 
as “in connection with employment 
(IT 3728).” 


Club Dues and Expenses. Although 
clubs may form a convenient means of 
entertaining business friends, it is ob- 


the automobile business immediately after 
World War II. But in the Schulz case, much 
of the expense related to social evenings with 
little to show that the gathering was primarily 
for a business purpose. 

* See F. L. Bateman, 34 B.T.A. 351 (1936), 
involving the tipping and entertaining of 
railroad traffic agents by the taxpayer, who en- 
gaged in a freight forwarding business. This 
case has also been cited as suggesting that the 
reputation of the taxpayer might affect the 
outcome of the case. 4 MERTENS, FEDERAL 
INCOME TAXATION 469, n. 88 (1942). 

5 Popular Dry Goods Co., 6 B.T.A. 78 
(1927). The idea of the dances was to have 
all employees benefit, including those who had 
not gotten the weekly prizes for increased sales 
volume. 


®Harold A. Christensen, 17 T.C. 1456 
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vious that there is normally a large 
personal element involved in taking out 
club memberships and in using club 
facilities. Thus, it seems only fair that 
the burden of proving these to be busi- 
ness expenses should be on the tax- 
payer. Deductibility of membership 
costs depends in large part on the 
original purpose in taking out the 
membership and the extent of business 
use.7 One cannot meet the burden by 
saying that in general club member- 
ships are helpful in obtaining clients; 
rather, there must be a “direct” rela- 
tion between the initial and subsequent 
expenses of club membership and the 
conduct of the business or the ex- 
pected business benefits (Boehm, 35 
BTA 1106). The nature of the business 
does not make such expenses deducti- 
ble per se, especially where there is 
also personal use of club facilities.8 
Nor does the fact that the corporation 
pays the dues of its officers to various 
clubs make such payment automatically 
deductible as an entertainment ex- 
pense, though if not so allowed it 
would seem deductible by the corpora- 
tion as compensation paid.9 Exclusive 
business use of club facilities, of course, 
will make the expenses deductible as 
business entertainment (Guggen- 
heimer, 18 TC 81). 

An example of the kind of proof re- 
quired is found in Johnson v. United 
States (135 F. (2d) 125), in which the 
petitioner, a lawyer, maintained that 
when he joined his golf club he had 
one client, and that every time he went 
out to the club he had ulterior motives 
to “become friendly” with particular 
persons who might be prospective 
clients. He also said that he did not 
like to play golf because he felt he 
should be working at the office and 
further testified: “What success I have 
had in the legal business has been 
largely due to my joining the country 


(1952). Contra, Harry Boverman, 10 T.C. 
476 (1948). In the latter case the taxpayer 
was an assistant manager of a branch insur- 
ance agency; prizes to agents and gifts to 
prospective clients were forbidden by the tax- 
payer's contract. 

™Norman M. Hussey, 11 T.C.M. 141 
(1952). The taxpayer, a lawyer, left a firm 
and opened his own law office. He joined a 
golf club and claimed that this was primarily 
for the purpose of furthering his law practice. 
It was held that business gain was the “pri- 
mary” motive and the han rule was ap- 
plied, allowing deduction of approximately 
two-thirds of the amount claimed. 

8 Walter J. Munro, 19 B.T.A. 71 (1930). 
The petitioner was in the investment banking 
business; there was insufficient proof of the 
business purpose of the expenses. 














38 
club.” Deduction was allowed, with 
the court saying that the government 
had received high taxes on the fees 
the taxpayer got ‘as a direct result of 
the golf club expenditures and that to 
deny deductibility would “revive the 
fable of the goose and the golden egg.” 
It is doubtful whether one would have 
to go to the extreme of taxpayer John- 
son in order to-win his case, but proof 
of a substantial nature is, and should 
be, a prerequisite. 
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Entertaining in one’s home 

When entertaining is done in the 
home, problems of what is expended 
for business purposes as distinguished 
from what is spent for social entertain- 
ment are most difficult; the Sutter 
doctrine would be especially applicable 
here. Nowhere are the results of such 
expenditures more intangible, since 
there is usually no specific business 
transaction involved, and nowhere is 
the case for allowing deduction of en- 
tertainment expenses weaker, because 
most entertaining in the home is for 
non-business reasons. The court will 
strictly require a showing of a “direct” 
connection between the expenses and 
the taxpayer’s business (Denny, 33 
BTA 738). If the individual involved is 
an officer of a corporation and has been 
directly paid to make these expendi- 
tures, he will have an easier time gain- 
ing deductibility (Wayburn, 32 BTA 
813). But even the corporation itself 
cannot deduct these payments where 
there is insufficient evidence to allo- 
cate properly the amount spent for 
business purposes by one of its of- 
ficers.19 This is especially important 
where such items as expenses for extra 
food and servants are involved. Al- 
though the courts recognize that ex- 
pénses for entertaining in one’s home 
may be deductible, tight limits are 
necessary to prevent abuses. For in- 
stance, one cannot claim a deduction 


9 Home Guaranty Abstract Co., 8 T.C. 617 
(1947). In this case there was indefiniteness 
of proof of the primary business purpose in 
joining the club and there was no showing of 
any business that arose from such joining or 
any other “direct” results. It might be asked, 
if this is not an entertainment expense of the 
corporation, is it income to the ‘executive? 
Probably, yes. 

* Walkup Drayage & Warehouse Co., 4 
T.C.M. 695 (1945). The common stock of the 
company was wholly owned by Walkup who 
was a company officer. 

“Estate of Edwin Raymond Fisher, 11 
T.C.M. 607 (1952), in which the taxpayer 
had been a salesman of securities. 
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for added rental in moving to a “more 
fashionable address” to “properly en- 
tertain wealthy customers,” even if one 
deals almost exclusively with such cus- 
tomers.11 Claims of this nature show 
why the Tax Court is rather skeptical 
of expenditures in the taxpayer’s home 
and why there is a differentiation be- 
tween entertaining at home and in 
public. One can be sure that if the de- 
duction is allowed at all, the Cohan 
rule will be stringently applied. 


Conclusions 

The ‘complexities of entertainment 
expenses cannot be dealt with under a 
rule-of-thumb test that would be both 
administratively feasible and yet flex- 
ible enough to meet the. many-faceted 
situations that arise in this area. Al- 
though theoretically the Sutter doc- 
trine is fair, it is woefully overburden- 
some in its practical application. There 
is already an “ordinary and necessary” 
statutory test, as well as the judicial 
innovation of requiring a “direct” busi- 
ness purpose. This is enough to curb 
persons who would otherwise take ad- 
vantage of allowable business de- 
ductions. 

A possible approach might be a “but 
for” doctrine, in which the courts could 
say that the expense will be deductible, 
if it would not have been undertaken 
“but for” the business purpose. How- 
ever, this would undoubtedly lead to 
countless situations where the taxpayer 


once undertaking the expenditure for a 
business purpose would be rather lib- 
eral in including many other items of a 
social nature. 

Perhaps the real answer to this 
whole problem is that there is no prob- 
lem at all. The “ordinary,” “necessary,” 
and “direct” tests provide the Commis- 
sioner with adequate -weapons to pre- 
vent tax avoidance and the taxpayer 
witha standard flexible enough to en- 
able him to gain his legitimate busi- 
ness deductions. This latter element is 
implemented by the court, as arbiter, 
via the Cohan doctrine. Though the 
Cohan doctrine developed in a situa- 
tion involving the inexact computation 
of what were admitted to be business 
expenses, an examination of entertain- 
ment expense litigation shows that the 
greater the personal element in a given 
case, the more stringently the approxi- 
mation will be resolved against the 
taxpayer. The judiciary in this way 
controls expenditures for personal pur- 
poses in situations of mixed com- 
plexion. Thus, if there is collateral en- 
joyment by the taxpayer akin to that 
in the Sutter case, and if the personal 
element is large, the Cohan rule’ can 
be broadly applied. This is often what 
has been done in the past; this is what 
should be continued in the future. The 
Sutter doctrine may be very logical, 
but as Holmes says in The Common 
Law, the “life of the law has not been 


logic; it has been experience.” —o— 


New decisions this month 





CONTRIBUTIONS TO GOOD GOVERNMENT 
LEAGUE NOT ALLOWABLE AS EDUCATIONAL 
NOR ARE THEY BUSINESS EXPENSES. Tax- 
payer, a lawyer for fifty years, had 
been mayor of Cincinnati twice, was 
an expert on municipal law and very 
active in civic affairs. For 10 years, he 
was president of a local good govern- 
ment league, active but non-partisan in 
iocal government problems. It also en- 
dorsed candidates. Tax Court finds 
that political work for candidates and 
with legislature, while not requiring 
much of the league’s funds, did consti- 
tute a substantial part of its activities. 
The Cincinnati League of Women Vot- 
ers likewise did substantial political 
work. 

Contributions to them are not de- 
ductible as made to an educational 
organization. Nor are they allowable 


as a business expense — the connection 
is too remote. Murray Seasongood, 22 
TC No. 87. 


ContrisuTIon. Pacific War Memorial 
Commission is found to be an agency 
of the Territory of Hawaii and gifts to 
it are therefore deductible. Rev. Rul. 
54-220. 


Foop AND LODGING IS TAXABLE COMPEN- 
SATION. The taxpayer was a doctor on 
24-hour call at a State hospital and 
was supplied with a house on the 
grounds and meals for himself and his 
family. Under the state merit system, 
the lodging and food were valued and 
treated as part of his compensation. 
The Tax Court agrees with the Com- 
missioner that the food and lodging 
was furnished as compensation and is 
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therefore taxable, even though it was 
also furnished for the convenience of 
the employer. Charles A. Brasher, 22 
TC No. 82, 


HoME ELEVATOR IS CAPITAL ITEM. Tax- 
payer, who at 64 had suffered a coron- 
ary thrombosis, paid about $1,000 to 
install an inclinator (chair that moves 
on rail up staircase). It would have 
a salvage value of several hundred dol- 
lars if removed from her home. Tax 
Court said it was a capital expenditure 
since its useful life extended much 
longer than one year. The Court said 
it was conceded that no allowance for 
depreciation wovld be allowed as a 
medi¢al expense. Edna G. Hollander, 
22 TC No. 84. 


VOLUNTARY PAYMENT OF DEBTS OF HUS- 
BAND’S ESTATE IS NON-BUSINESS. Tax- 
payer paid debts of the insolvent estate 
of her husband. Also she paid off loans 
for which insurance policies (she was 
beneficiary) had been deposited as col- 
lateral. Business bad debt loss was not 
allowed — the claims against the estate 
were worthless when acquired. 

Two judges would allow the claim 
arising out of loans paid since her 
acquisition of a claim was there invol- 
untary. Caroline D. Thompson, 22 TC 
No. 64. 


DONOR TAXED ON FUTURE RENT GIVEN TO 
sons. Taxpayer leased property for 
twenty years for a fixed rent plus a 
contingent rent. The lease provided 
that part of the contingent rent was to 
be paid to his sons. The Circuit Court 
agrees with the Tax Court that the 
father is taxable on the entire rent be- 
cause he still owned all the property. 

However, the Circuit Court held that 
the gift was made when the lease was 
signed. It accepted the taxpayer’s evi- 
dence of value, the Commissioner hav- 
ing presented no evidence on the gift 


tax issue. Galt v. Comm., CA-7, 
6/23/54. 
GIFT OF MATURE crROP. Immediately 


prior to harvest, taxpayer made gifts 
of land with the crop on it. The cost of 
planting, raising and harvesting the 
wheat had been deducted. Held value 
of the wheat at date of gift is not in- 
come to the taxpayer. Elsie SoRelle, 22 
TC No. 60. 


RECOUPMENT. In 1944, taxpayer bought 
A. T. & T. convertible bonds; in 1945 


he sold them. As finally decided ‘in 
another case, it was -proper to allow 
him (under the law then applicable) 
to amortize the premium by the first 
call date—in. 1944. However that 
premium had been disallowed, he had 
paid the deficiency, he now sues to 
recover it. The issue involved here is 


‘the extent of recoupment allowed the 


Government for the refund it had er- 
roneously allowed for 1945, the year of 
sale; when it reduced the originally 
reported capital gain by the amount of 
the premium. 

Taxpayer’s wife had made similar in- 
vestments. and had been similarly 
treated. She was allowed by the Dis- 
trict Court a refund of 1944 deficiency 
paid by her with no recoupment to the 
Government because she had received 
the 1945 refund in cash —not applied 
it to the 1944 deficiency as her hus- 
band did. 

Recoupment against the husband 
was allowed by the N. Y. District 
Court, but only in the amount of the 
1945 refund actually offset by the Gov- 
ernment against the 1944 deficiency — 
not in the amount of the reduction in 
1945 tax, due to use of the inconsistent 
basis. 

Second Circuit agrees with the Dis- 
trict Court that there were two sep- 
arate transactions and sees no reason 
to allow recoupment against the hus- 
band merely because the refund was 
used to offset the deficiency. It treats 
both husband and wife the same. C. 
Marshall Wood v. U.S., CA-2, 6/4/54. 


COMMUNITY PROPERTY WIFE MUST USE 
HUSBAND'S ACCRUAL BASIS. Though tax- 
payer’s wife was on the cash basis 
prior to her marriage, and though she 
did not request permission to change, 
she must report community income as 
computed for husband on accrual basis. 
Elsie SoRelle, 22 TC No. 61. 


DIVIDEND CHECKS INCOME IN YEAR RE- 
CEIVED. — Non-acquiescence — Tax- 
payer, on the cash basis, owned shares 
in 100 different Federal Building and 
Loan Associations scattered throughout 
the U.S. Twenty-seven of these paid 
dividends he could have collected at 
their offices on December 31, 1949, but, 
which being mailed to him, were re- 
ceived in 1950. The Tax Court held 
these were income in 1950. 

Three judges dissented on the ground 
that the dividends were unqualifiedly 
subject to his demand on Dec. 31, that 
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‘it was irrelevent that it. would .be 


physically impossible for him to collect 
them all. Maurice Fox, 20 TC No. 1094, 


‘Non-acq. IRB 1954-23,4. 


BoNA FIDE RESIDENCE IN ICELAND FOUND. 
Taxpayer was permitted to. exclude 
salary earned as bookkeeper for Lock- 
heed in Iceland in 1949. He: lived in 
company quarters "but hoped to.-bring 
his wife from a rented apartment in 
U. S. as soon as ‘space was available. 
This never happened. 

Five: judges dissent on: the ground 
that the taxpayer never identified him- 
self with the foreign country — the. test 
used in similar cases where exemption 
was not allowed. Fred H.. Pierce, 22 
TC No. 62. 


INTEREST: ON LOANS AGAINST MATURED 
poticy. Taxpayer filed joint return for 
herself und her deceased husband and 
deducted interest on loans against in- 
surance policies. The interest had beeh 
withheld by the insurance companies 
from the proceeds payable to her as 
beneficiary. The Court: refused to de- 
cide whether the interest was allow- 
able as paid by the decedent during 
the last taxable year of the decedent 
(at his death) or by the wife and de- 
ductible as interest on property of a 
decedent acquired subject to the obli- 
gation. Hooks Estate, 22 TC No. 63. 


LOAN TO CLIENT IS BUSINESS BAD DEBT. 
Acquiescence. Deduction of loans by 
advertising agent to a client in con- 
nection with publication of client's 
magazine was allowed as a business 
bad debt since it was closely related to 
taxpeyer’s business. Stuart Bart, 21 
TC No. 102, Acq. LR.B. 1954-24, 4. 


SPLITTING LONG-TERM COMPENSATION. 
Disagreeing with the Sixth Circuit 
(Lee Marshall, 200F(2d) 648), the 
Commissioner states that when income 
received in 1953 is taxable under Sec- 
tion 107 as though received over the 
period 1942 to 1947, none can be re- 
ported on the taxpayer’s wife’s return 
for years prior to 1948 since income 
splitting was not allowed in non-com- 
munity-property states then. Rev. Rul. 
54-206. 


INCOME FROM SELF-EMPLOYMENT IN PRO- 
FESSION. Income from self-employment 
as funeral director is exempt from self- 
employment tax. Income from services 
incidental thereto is also exempt, but 
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income from unrelated businesses is 
not exempt. Rev. Rul. 54-208. 


WAGES ASSIGNED TO PARTNERSHIP NOT 
SELF-EMPLOYMENT INCOME. In accord- 
ance with his partnership agreement, 
wages received by a partner for driv- 
ing a school bus were turned over to 
the partnership operating a garage. 
These wages should not be included in 
computing the self-employment income 
of the partnership. Rev. Rul. 54-223. 


TAX COURT RAISES COMMISSIONER’S ESTI- 
MATE OF EXPENSES. Taxpayer, an insur- 
ance agent selling health and accident 
insurance to railroad employees, had 
claimed amounts running from 10 to 
15% of his gross income (40% to 
50% of his net) as travel and enter- 
tainment. The Commissioner allowed 
about one-fourth of the claimed deduc- 
tion. The Tax Court allowed about 2/3 
of the amount claimed. The taxpayer 
had not kept accurate records. 

Loss on car disallowed because evi- 
dence of cost, attemptts to recover, etc., 


was vague. Harvey F. Johnston, TCM 
1954-57. 


SALESMAN FOUND TO BE EMPLOYEE. Tax- 
Payer was paid on a commission basis 
for carpet sold and was subject to little 
or no supervision. The Tax Court finds 
that he was an employee and since he 
used the standard deduction, he can 
deduct from gross income only the ex- 
penses which were reimbursed to him. 
George W. Hamilton, TCM 1954-72. 


MINISTER’S HOUSING ALLOWANCE TAX- 
ABLE. Monthly cash allowance does not 
come within the statutory exemption of 
the “rental value of dwelling house 
furnished” to a minister. Three judges 
dissented in the Williamson case. They 
would interpret the words of the sta- 
tute as covering payment of an allow- 
ance. Gideon B. Williamson, 22 TC No. 
72; Albert J. Kissling, TCM 1954-66. 


PAYMENTS UNDER AGREEMENT NOT MEN- 
TIONED IN DECREE DEDUCTIBLE; INSURANCE 
PREMIUM NOT. Tax Court found that 
an agreement between the taxpayer 
and his wife made in 1935 after divorce 
proceedings were begun was “incident 
to the divorce” as required by statute, 
even though it was not mentioned in 
the decree. Hence weekly payments 
to divorced wife, as provided therein, 
are allowed as deductible. 

Premiums paid by the husband on 
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life insurance absolutely assigned to 
former wife are deductible; those on 
a policy payable to the wife only if she 
survived him, are not; her interest in 
it is only contingent. Robert L. Mont- 
gomery, Jr., T.C.M. 1954-79. 


REPAIR PRIOR TO RENTAL IS CAPITAL. 
Taxpayers bought an old house for 
rental. OPA insisted on considerable 
repair including painting the outside 
as well as such improvements as a hot 
water heater. The Court said that the 
entire amount was expended in a pro- 
gram to recondition, improve and alter 
the property and was capital. In ad- 
dition, part of the cost undoubtedly 
applied to the portion in which the 
taxpayer lived. Amos A. Pryor, TCM 
1954-60. 


WIFE LIABLE FOR TAX ON % COMMUNITY 
PROPERTY. Taxpayer and her husband 
had filed separate returns; he reported 
salary from wholly owned corporations 
on his return. In divorce proceedings, 
it was decided that these earnings were 
community property, and his wife was 
given one-half of them less living ex- 
penses. The Tax Court holds that she 
must pay the tax on this income in the 
years in which earned. Further the 
Commissioner cannot be required to 
offset against her deficiency the refund 
being sought by the husband because 
of his overpayment. Ella E. Harrold, 22 
TC No. 80. 


Atrmmony. Taxpayer was not taxed as 
receiving as alimony income because 
her former husband paid premiums on 
life insurance policies, of which she 
was contingent beneficiary. The Court 
interpreted the 1940 agreement incor- 
porated in the taxpayer’s divorce de- 
cree and separated the portion of 
monthly payments received by her into 
taxable alimony and non-taxable sup- 
port of her children. Beulah Weil, 22 
TC No. 79. 


Autrmony. Acquiescence. Agreement in 
1929, executed 35 days prior to filing 
for divorce provided for trust for wife 
and supplementary payments by hus- 
band. 1946 agreement provided for end 
of supplementary payments upon pay- 
ment of arrearages. The court held that 
the 1929 agreement was incident to the 
divorce, though not mentioned in the 
decree, and that 1946 payment was 
periodic. Estate of Harold W. Ross, 18 
TC No. 1013, Acq. IRB 1954-24, 4. 





New EPT Decisions a 


START OF PERIOD FOR FILING 722 CLAIM. 
Ordinary claims for refund for years 
prior to 1941 had to be filed within 
three years of the filing of the return. 
In 1942, Section 322 was changed to 
three years from the due date to en- 
courage early filing. The Tax Court 
holds that when in 1943 Congress pro- 
vided that the limitations in Sec. 322 
should also apply to 722 claims, the 
intent was to have the rule of the Sec. 
322 as it was in 1943 apply to 722 
claims for all years. Hence a 722 claim 
filed for 1941 within three years of the 
due date of the 1941 return was timely. 
Central Outdoor Advertising Company, 
Inc., 22 TC No. 69. 








INTEREST ON DEFICIENCY WIPED OUT BY 
722 retier. Taxpayer paid interest on 
deficiency in excess profits tax com- 
puted on disallowances on standard 
issues. Subsequently it was granted 722 
relief and obtained a refund of tax. 
The Court follows the Koppers case 
(cert. granted 5/17/54) and holds that 
the 722 relief offset the deficiency and 
the interest paid should be refunded. 
Mills v. U.S., Ct. Clms., 6/8/54. 


722 CLAIM FOR LOSING ROUTE DENIED. Tax 
Court holds the regulation by Illinois 
Commerce Commission requiring the 
taxpayer to operate an unprofitable 
route was not unusual or peculiar. It 
said that where a regulatory power 
exists, any valid exercise of it must be 
regarded as usual. United Motor Coach 
Co., 22 TC No. 74. 


722 CLAIM DISALLOWED. Bank, which 
came into existence after 1939, claimed 
that its reputation was an intangible 
asset contributing to income but not 
included in invested capital. It also 
claimed an especially favorable long 
term lease. The Court held that the 
evidence presented did not support the 
claim. North Fort Worth State Bank, 
22 TC No. 68. 


UNUSED CREDIT UNDER 722. Taxpayer 
did not file application for 722 for year 
1941. If allowed, it would result in an 
increased unused credit carryover to 
1942 for which application was timely 
filed. Tax Court finds Regulations re- 
quiring filing for the year of the un- 
used credit are reasonable and disal- 
lows claim. St. Louis Amusement Co., 
22 TC No. 65. 
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TAX CONSEQUENCES OF 


Corporate organization 


and distributions 


EDITED BY JACKSON L. BOUGHNER, L1.B., CPA 


Four new cases show how capital gains can 


be achieved in corporate distributions 


DURING THE LAST MONTH, four plans for 
converting ordinary income into capital 
gains came under the scrutiny of the 
courts. In two of them, the plans were 
not well laid and failed. In the other 
two, the taxpayers met with success. 

Shortly after the decision in Eisner 
v. Macomber, 252 U. S. 189, was ren- 
dered, taxpayers discovered a method 
of converting what would be a dividend 
taxed as ordinary income into a capital 
gain. The Macomber case held that the 
receipt of a stock dividend was not 
taxable income to the shareholder. 
Under the statute, upon redemption of 
stock, the gain or loss was to be tax- 
able as on a sale of the stock. Many 
corporations issued preferred stock as 
a stock dividend on the outstanding 
common stock. Upon receipt of this 
stock the taxpayer paid no tax. After 
waiting a reasonable time, the pre- 
ferred stock was called and redeemed 
for cash. The taxpayer reported the 
amount received as a capital gain, de- 
ducting a pro rata portion of his 
original cost for the common. The net 
result was that corporate earnings were 
distributed to the stockholders at capi- 
tal gains rates. 

Congress soon realized the implica- 
tions of this, and enacted what is now 
Section 115(g) of the Internal Revenue 
Code of 1939. Under this provision, if 
stock is cancelled or redeemed in such 
a manner as to be essentially equivalent 
to the distribution of a taxable divi- 
dend, the amount distributed is treated 
as a dividend. The phraseology of this 
statute leaves a great deal open to 
court interpretation. 

The regulations provide that if a 
stockholder surrenders all of his stock 
in the corporation, it is to be treated 
as a sale rather than as a dividend. 


As a corollary to this, the courts have 
held that even though the stock of only 
one shareholder is being redeemed, if 
that shareholder holds such a large 
amount of the stock that, in effect, his 
control and ownership of the corpora- 
tion is not adversely affected, the 
amount he receives will be taxed as a 
dividend. 


Using loopholes not illegal 


The owner of all of the stock of a 
corporation sold a portion of it to a 
third party. Thereafter, the balance of 
her stock was redeemed by the cor- 
poration. She took the position that 
the redemption, inasmuch as it com- 
pletely wiped her out as a stockholder, 
was the equivalent of a sale and not 
the payment of a dividend. The Com- 
missioner pointed out that the same 
result could have been obtained had 
the redemption been made first and 
then the remaining stock sold. Had it 
been done in this manner, the general 
rule of section 115(g) would have been 
applicable. The Commissioner argued 
that the reversing of the procedure 
was done solely for tax reasons and 
should be ignored. 

To the surprise of a great many tax 
men, the District Court upheld the 
Commissioner, Zenz v. Quinlivan, (D. 
C. Ohio, 1952) 106 Fed. Supp. 37. On 
appeal, however, the District Court 
was reversed. The Sixth Circuit held 
that the taxpayer had the right to take 
advantage of any loopholes in the law 
and that under the plain reading of 
the law, her position was correct. It 
should be pointed out, however, that 
since the Commissioner was successful 
in persuading one District Court, at 
least, to go along with him on this 
theory, it is possible that the next case 
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involving the same situation will be 
taken up to another Court of Appeals, 
in an attempt to get a conflict between 
the circuits. 


Recommendation—The Commission- 
er’s argument was that the sale and 
subsequent redemption were part of a 
single plan. In handling transactions of 
this kind, it would be best to not re- 
quire a firm commitment by the pur- 
chaser of the corporate stock that he 
will cause the corporation to redeem 
the remaining stock of the seller. The 
sellers, of course, assume the risk that 
the corporation will not redeem the 
stock after the initial sale. However, it 
would seem better to take this risk 
than to run the chance that the amount 
received will be taxed as an ordinary 
dividend. 


When common & preferred held 


In the case of Frenette v. Broderick 
(D. C. Kan.) 1954, the taxpayer formed 
a corporation and transferred land and 
equipment to it in exchange for com- 
mon and preferred stock. The corpora- 
tion prospered, and two years later 
bought his preferred stock. The Com- 
missioner treated the amount received 
as a dividend, and was sustained by 
the Court. 

We have here only findings of fact 
and conclusions of law; there is no 
opinion. Presumably, the taxpayer 
argued that there was a partial liqui- 
dation, but the court does not mention 
such an argument. Some attorneys feel 
that if preferred stock is issued with 
call provisions, a capital gain inevitably 
results when it is called. Where, as in 
this case, the taxpayer owns all of the 
common and preferred stock of the 
corporation, this rule does not apply. 
Where he owns none of the common, 
and is wiped out as a stockholder by 
the redemption of the preferred, there 
is no question that he has sustained a 
capital gain. There is a twilight zone 
between these two situations as to 
which there is no fixed rule of law. 
Presumably, the holder of a minority 
interest in common stock could treat 
the redemption of a large block of pre- 
ferred as a capital gain. Presumably, 
also, where a majority common stock- 
holder held only a small portion of the 
preferred, he could treat the redemp- 
tion of the preferred as a capital gain. 
What the rule would be as to varying 
holdings of common and preferred, 
has never definitely been established. 
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As a general rule, it.can -be said that 
the fact that a particular certificate is 
ealled preferred rather than common 
has little or no bearing on whether the 
amount received for it will be a taxable 
dividend or the proceeds of .a:sale. 


Sale of stock held dividend 

In Mendle. Silverman, one share- 
holder purchased the balance of the 
remaining stock from another share- 
holder and that shareholder’s wife. 
About a year later, when he was 
pressed for funds, he sold the stock so 
acquired to the corporation at the 
same price for which he had purchased 
it. The corporation had earnings and 
profits in excess of the purchase price. 


‘The Tax Court. held that he was in 


receipt of a taxable dividend in the 
full amount of the purchase price. 
Docket No. 40835, T. C. memo. op. 
June 11, 1954: 

Had the corporation made the pur- 
chase initially from the other share- 
holder there would have been no Sec. 
115(g) question. The taxpayer argued 
that he was acting as agent for the 
corporation, relying on the case of Fox 
v. Harrison, 145 F(2d) 521. In that 
case, the taxpayer was successful in 
showing that he was the agent of the 
corporation, even though he had pur- 
chased the stock in his own name. 
However, the factual situation involved 
in this case was such that the court 
could not find that he was acting as 
agent. 

The moral of this case is that when- 
ever you are buying out a co-owner of 
your stock, have it done directly by 
the corporation. If the corporation does 
not have funds with which to make 
the purchase, it is better for it to 
borrow and make the purchase than 
for you to borrow and buy. 


A jury holds for taxpayer 

In the case of Keefe v. Cote, decided 
by the Court of Appeals for the First 
Circuit on June 8, 1954, a controlling 
stockholder, in 1936, received cash and 
an interest-bearing note in payment of 
salary, the full value of which he re- 
ported for tax purposes. Later he 
turned in the note for additional stock. 
In 1944 the corporation bought the 
stock from him. The government took 
the position that the purchase of the 
stock by the corporation was the 
equivalent of a dividend to him. A jury 
found in favor of the taxpayer and the 
Court of Appeals affirmed. 
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We believe that if this case had been 
submitted to the Tax Court, the gov- 
ernment would have prevailed. Ap- 
parently the jury verdict for the tax- 
payer protected him on appeal. 
Whether stock is issued in payment of 
salary or for cash should make no dif- 
ference. The court, after an analysis of 
the pertinent cases, decided that the 
question whether a particular stock re- 
demption was “essentially equivalent” 
to distribution of a “taxable dividend” 
is a factual question and refused to 
reverse the decision of the jury. —o— 


You can’t just pretend the 


corporation doesn’t exist ! 

IN ADDITION TO ATTEMPTS to get income 
out of a corporation as capital gains 
rates, we have some taxpayers who 
attempt to get funds out of a corpora- 
tion by ignoring its existence entirely. 
The general rule is that if a taxpayer 
has selected a corporation as a means 
of doing business, he cannot thereafter 
ignore the tax implications. 

Thus in Miller-Smith Hosiery Miils, 
22 T. C. No. 75, decided on June 17, 
1954, the corporation sold certain of its 
products through a retail outlet under 
an arrangement whereby five-sixths of 
the net profit was returned to one of 
the officers who divided it among the 
stockholders. The amount received by 
the officer never appeared on the cor- 
porate books, but was reported by the 
individual stockholders. The Commis- 
sioner added the amount so received 
to the corporate income and the Tax 
Court sustained this treatment. The 
corporation received the full OPA sell- 
ing price for the products, and 
the stockholders received additional 
amounts as a result of the sales. The 
Tax Court dismissed the argument that 
the transaction should be divided into 
two parts, one a sale by the corpora- 
tion and the other a sale by a part- 
nership consisting of the stockholders. 

In American Rolbal Corporation, 
Docket No. 11086, T. C. Memo. op. June 
15, 1954, the taxpayer owned all of the 
stock of a corporation which was op- 
erating with machinery owned by him 
personally. To obtain a loan for ad- 
ditional working capital, the lender 
required that he transfer this ma- 
chinery to the corporation, which, in 
turn, would issue a chattel mortgage 
on it. This was done by a bill of sale, 
and an entry to this effect was made 


in the minute book, but the transfer 
was never entered on the -corporate 
books of account. On the corporation’s 
1942 income tax return, it deducted 
rent on this machinery, payable to the 
individual. The Commissioner disal- 
lowed the rent deducted and in lieu 
thereof allowed depreciation on the 
machinery.. On the facts in. the case, 
the court found that the machinery and 
equipment belonged to the corporation, 
and sustained the Commissioner. 

This case is a good example of the 
situation in which the owner of cor- 
poration considered that he and the 
corporation were one and the same. 
The Tax Court found that he did not 
distinguish between amounts needed 
by the corporation and amounts 
needed by him personally. A great 
many tax cases have resulted from 
situations of this kind. It is incumbent 
upon those advising the operator of a 
closely held corporation to see that for 
legal and tax purposes personal and 
corporate affairs are not intermingled. 
The best protection is a proper set of 
books backed up with the necessary 
documents to indicate the true state of 


affairs. —o— 


Care needed in accounting 
for insurance proceeds 


SoME OF THE KNOTTIEST PROBLEMS 
arise when it is desired to change the 
ownership of corporate stock, and the 
individuals involved do not. have suf- 
ficient cash to consummate the transac- 
tion. In such cases they must turn to 
the corporate assets, and where it is 
done in the wrong way, disastrous in- 
come tax consequences often result. 
In some cases the change in ownership 
results from the death of a_ stock- 
holder. In Revenue Ruling 54-230, the 
Internal Revenue Service sets forth its 
views on the following situation. A mi- 
nority stockholder dies. The corpora- 
tion held life insurance on his estate 
and has received the proceeds. There 
was a binding agreement on the part 
of the corporation and the stockholders 
that the proceeds of the insurance 
would be used to buy the decedent’s 
stock. The agreement is complied with. 

The Commissioner ruled that, as to 
the estate of the decedent, the transac- 
tion would be treated as a partial liq- 
uidation, resulting in capital gains 
treatment. As to the corporation, how- 
ever, he ruled, “that the excess of the 
insurance proceeds received by the 














cor 


ing 
tio! 
115 


on 


for 
wh 
po. 


evi 
cei 
pr 
stc 
div 


on 
ty 
co 


ag 
fo 
th 
th 
th 


—_ —=— -«- DD eS #4 


a a tes oe 





sfer 
rate 
on’s 
sted 

the 
sal- 
lieu 

the 
ase, 
and 
ion, 














corporation over the aggregate sum of 
the premiums paid will constitute earn- 
ings and profits available for distribu- 
tion within the meaning of section 
115(a) and (b) of the Code.” 

There is no discussion in the ruling 
on this point. Except where insurance 
is purchased from the original owner 
for a consideration, there is no gain 
when it is paid. In the case of a cor- 
poration, however, the Commissioner 
will take the position that this excess, 
even though non-taxable when re- 
ceived, takes the status of earnings and 
profits when, upon distribution to the 
stockholders, will become taxable 
dividends. 

Corporation accountants should be 
on the lookout for situations of this 
type. When a stockholder dies and the 
corporation receives the insurance 
proceeds, they should make sure that 
the excess of the proceeds over the 
aggregate premiums paid is credited 
for tax purposes to earned surplus. If 
this is not done, the true situation as to 
the tax status of any dividends paid in 
the future will not be apparent. —o— 


Borderline insolvency bring 
unpredictable tax results 


IN THREE CASES JUST DECIDED involving 
insolvency reorganizations, rather un- 
usual and not altogether expected tax 
consequences resulted. One was in the 
Tax Court and two in the Court of 
Claims. 

In Nevada Oil Company, 22 TC No. 
81, decided June 22, 1954, a group of 
minority stockholders obtained a judg- 
ment in a derivative action. Thereafter 
the judgment was, in effect, trans- 
ferred to a new corporation and the 
stockholders gave up their stock. They 
received certain oil leases and equip- 
ment from the old corporation. The 
Commissioner apparently had con- 
tended originally that a corporate re- 
organization had taken place, but he 
later abandoned this position. As a re- 
sult, the new corporation was permitted 
to use the fair market value of the 
property received for depreciation 
purposes. 

It often happens in insolvency re- 
organizations that one group of stock- 
holders or creditors will take certain 
of the assets of the company in full 
settlement of their claims. Where they 
are minority groups, there would seem 
to be no reason for considering that a 


tax-free transaction has taken place. 
The facts in this case were a little 
complicated, but normally it would not 
seem that there should be any question. 


Serious loss of basis 

_In Detroit Michigan Stove Company 
v. United States, decided by the Court 
of Claims on June 8, 1954, a corpora- 
tion was reorganized in bankruptcy 
proceedings. As a result, a new cor- 
poration was formed, which took over 
the business of the bankrupt corpora- 
tion and assumed its liabilities. The 
stockholders of the old corporation re- 
ceived 25% of the stock, the remaining 
75% being sold to outside interests. 
The Court of Claims quite properly 
held that no corporate reorganization 
had taken place. It did not permit the 
old corporation’s basis to be carried 
over for depreciation and invested 
capital purposes. 

The loss of basis, as a result of 
handling the transaction in this man- 
ner, exceeded $300,000. The case fol- 
lows the general rule that when new 
interests come in to purchase part of 
the assets, a tax-free reorganization 
has not taken place. However, it would 
seem that almost any transaction of 
this type could be so arranged as to 
come within the tax-free provisions 
and preserve the depreciation basis of 
the old corporation. For example, the 
new corporation could have been 
owned by the old. stockholders and 
creditors for a reasonable period of 
time and thereafter a sale effected of 
their stock to the new interests. 


What is insolvency? 

In Meyer v. United States, decided 
by the Court of Claims on June 8, 
1954, the assets of an insolvent cor- 
poration were sold to a new corpora- 
tion formed by the stockholders. The 
creditors received 25c on the dollar for 
their claims. The court held that an in- 
solvency reorganization had not taken 
place. 

This case comes rather close to the 
borderline. In the usual bankruptcy 
proceeding, the bankrupt or the stock- 
holders of a bankrupt corporation have 
every right to come in and purchase 
the assets. The creditors will then di- 
vide up the purchase price. Under nor- 
mal circumstances, this would not be 
considered a tax-free reorganization. 
However, when we have the foreclosure 
of the mortgage of an insolvent cor- 
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poration with the bondholders coming 
in, through a- new corporation, and 
taking over the assets, we de not have 
a basically different situation. Looking 
at this Meyer case overall, we find the 
same interests continuing the same 
business. We find that the creditors 
have been paid 25c on the dollar. Such 
a situation could have taken place 
without the sale of the assets or the 
formation of the new corporation. It 
would seem that the court could very 
well have found that an insolvency re- 
organization had taken place. -—o— 


Conflicting interests in 


covenant not to compete 

THE RECENT DECISION in Payne (22 TC 
No. 66) is strikingly similar. to Ga- 
zette Telegraph Co. (19 TC 692, aff'd 
209 F(2d) 926). 

In Gazette, the seller of a business 
had given the buyer a covenant not to 
compete. He had not considered the 
tax implications of this covenant and 
had reported the entire consideration 
as capital gain. The court held that 
the amount received from the covenant 
was ordinary income. 

In Payne, the taxpayer and another 
shareholder sold all of the capital stock 
of a newspaper. Two contracts of sale 
were introduced in evidence, one of 
which contained a covenant not to 
compete for a ten-year period, to which 
$100,000 of the total consideration was 
allocated. The other contract was 
identical in all respects, except that 
this covenant not to compete was not 
in it. The evidence was that the con- 
tract without the covenant not to com- 
pete was signed first. It was retyped to 
include the covenant not to compete 
and signed by two of the parties, but 
not the third. On this factual situation, 
the court ignored the second contract. 

The case is interesting because it 
points up what happens when two 
parties to a contract wish to place 
different interpretations upon it for 
tax purposes. The court points out that 
the testimony of the purchaser was 
quite confusing, obviously because 
what helped the sellers hurt him. It is 
particularly important that any alloca- 
tion of the selling price be made in the 
agreement of sale and not left to the 
future. Otherwise, the seller will wish 
to ascribe as much of the selling price 
as possible to items which will give 
him a capital gain, and the buyer will 
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wish to ascribe as much of the selling 
price as possible to items which he 
can write off as quickly as possible. 
The Commissioner will take whichever 
position results in the most revenue 
to the government. —o-- 


Appeal scheduled in Kaplan; 


cancellation of indebtedness 


IT WAS RECENTLY ANNOUNCED that the 
taxpayer hms appealed in the case of 
Jacob M. Kaplan, (21 TC No. 16). In 
that case, the sole owner of a corpora- 
tion sold 172 separate blocks of stock 
to his wholly-owned corporation. The 
consideration was the cancellation of 
certain indebtedness. Some of the stocks 
had a market value in excess of the 
taxpayer’s basis, some had a market 
value of less than his basis. The Tax 
Court, following the case of Lakeside 
Irrigation Co. v. Commissioner, 128 F 
(2d) 418, disallowed the losses and 
taxed the taxpayer on the gains. Tax- 
payers on several occasions have at- 
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tempted to treat the sale of blocks of 
securities, which were acquired at dif- 
ferent times and prices, as one sale. 
When they sell to a wholly-owned 
corporation, the rule is that the losses 
are disallowed under section 24(c) and 
the gains are taxed. ae 


For life insurance companies 


REVENUE RULING 54-232, found on page 
10 of the June 10 issue of the Internal 
Revenue Bulletin, is of interest only to 
life insurance companies. In that rul- 
ing, a life insurance company bought 
stock of another life insurance com- 
pany and then exchanged it for a sub- 
stantial portion of the other company’s 
assets and business. Under Section 
201(b) of the Internal Revenue Code 
it was held that no income accrued to 
the purchaser. Had the purchaser been 
other than a life insurance company, 
there obviously would have been a 
taxable transaction. ee 


New decisions this month 





REPAYMENT OF BANK STOCK ASSESSMENT 
NON-TAXABLE BECAUSE NO TAX BENEFIT. 
Taxpayer, as residuary legatee, col- 
lected some $17,000 as return of an as- 
sessment on bank stock paid by her 
husband’s estate. The estate had de- 
ducted basis of the stock (value date 
of death over $250,000) and amount of 
the assesment, some $27,000. The other- 
wise taxable income of the estate off- 
set by these deductions was about $17,- 
000. The Court holds that if the estate 
were still in existence and received the 


‘ refund, it would be tax free to it as a 


recovery item for which no tax benefit 
had been received. Hence it is not tax- 
able to the taxpayer. Payment to her 
of interest on assessment is taxable. 
Louise Webber O’Brien, 22 TC No. 86. 


TRANSFEREE IN TAX-FREE REORGANIZA- 
TION NOT BOUND BY PREDECESSORS AC- 
COUNTING METHOD. The taxpayer was 
created and acquired railroad proper- 
ties in a tax-free reorganization. Its 
predecessor had used the retirement 
method of accounting. The taxpayer 
computed depreciation on straight-line 
method on the predecessor’s basis — 
essentially the original cost of the prop- 
erties. The Tax Court sustained the 


right of the taxpayer as a new corpora- 
tion to elect straight-line depreciation 
and also to use the predecessor’s basis 
without the adjustment proposed by 
the Commissioner to reflect deprecia- 
tion from 3/1/13 to the date of the tax- 
free reorganization. The Akron, Can- 
ton & Youngstown Railroad Company, 
22 TC No. 85. 


REDEMPTION OF PREFERRED TAXED AS DIV- 
IDEND. In 1947 the taxpayer created a 
corporation and transferred land worth 
$7,000 to it in return for both common 
and preferred stock with a par of $30,- 
000. In 1950 when the corporation had 
over $90,000 accumulated earnings, it 
redeemed the preferred at par plus 
accumulated unpaid dividends. The 
Court’s conclusion of law, given with- 
out opinion, is that the redemption 
should be taxed as a dividend. Fren- 
ette v. Broderick, D.C. Kans., 5/19/54. 


STOcK IN COOPERATIVE ISSUED AS INCOME 
TO GROWERS IS NOT EARNINGS. A taxpay- 
er who had acquired the majority of the 
stock of a growers’ marketing coopera- 
tive requested a ruling whether in liq- 
uidation the Commissioner would treat 
as accumulated earnings and profits of 


the cooperative capital stock issued at 
par to growers in prior years when it 
retained for working capital part of the 
proceeds of sales due to growers. The 
growers reported the stock as income 
at par value. Held the stock does not 
represent accumulated earnings of the 
corporation. Rev. Rul, 54-244. 


COLLECTIONS ON STOCKHOLDER’S DAMAGE 
CLAIM NOT CORPORATION INCOME, The 
taxpayer was formed by the minority 
stockholders of another corporation to 
hold cash and property due to them in 
settlement of their claims for damages 
on account of mismanagement of that 
corporation. The Commissioner as- 
serted that when taxpayer as a substi- 
tuted plaintiff in the suit collected the 
damages, they were taxable as in lieu 
of profits. The Tax Court however said 
that if anyone was taxable, it was the 
minority stockholders. The taxpayer 
received the claim as its paid in capital 
and collections represented return of 
capital not income. Nevada Oil Co., 22 
TC No. 81. 


RETIREMENT OF STOCK OF DECEDENT. Six 
brothers each owned 1/7 of the stock 
of corporation A; each also owned 1/6 
of the stock of another corporation 
owning the remaining seventh of cor- 
poration A. As to each 1/7 interest, an 
agreement was outstanding providing 
for its purchase by the corporation at 
the death of a brother at a fixed price 
to the extent of funds from life insur- 
ance on his life. The ruling holds that, 
one brother having died, the proposed 
purchase of all his stock will be a 
partial liquidation (note that his estate 
still has an indirect 1/42 interest in the 
corporation through the other, the 
holding corporation. Ed.). The excess 
of insurance proceeds over premiums 
paid will be earnings and profits of the 
corporation. Rev. Rul. 54-230. 


StocK GIFT BEFORE LIQUIDATION BONA 
FIDE. On December 20, taxpayers trans- 
ferred, to family charitable trusts, stock 
in a corporation whose liquidation had 
been proposed by its Directors Dec. 8, 
and which was liquidated upon stock- 
holders’ consent December 23. The 


Commissioner sought to tax the capital 
gain on dissolution to the taxpayers on 
the ground that at the transfer, the 
stock represented nothing more than 
right to proceeds in dissolution, but the 
Tax Court sustained the gifts as bona 
fide and not mere anticipatory assign- 
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ments of income. The Court said the 
transfer was made when it was not yet 
certain that the widely scattered stock- 
holders would agree to liquidation. 
Winton v. Kelm, D. C. Minn., 6/8/54. 


WITHDRAWALS FROM PROFIT-SHARING 
trust. The Regulations provide that a 
profit-sharing trust, to be accepted 
under Sec. 165, must provide for an 
accumulation of the profits for a fixed 
period or the happening of an event 
such as death, disability, etc. For this 
purpose, a plan which permits with- 
drawal of the employer’s contribution 
in less than two years, without regard 
to the happening of a specified event, 
will not be acceptable. Rev. Rul. 54-231 
and 54-232. 


FOREIGN RESIDENCE CEASED WHEN LAST 
FOREIGN JOB WAS DEFINITELY ENDED. 
Under the law applicable to 1946, tax- 
payer would not be taxable on income 
attributable to foreign services re- 
ceived in year of change of residence 
if he had been a foreign resident for 
two years prior thereto. The Tax Court 
reviewed the taxpayer’s career as for- 
eign correspondent and found that tax- 
payer abandoned foreign residence 
when he accepted his employer’s. de- 
cision to close the Rome bureau where 
he had been serving. While taxpayer 
was still actively considering going to 
China, he did do so but remained in 
the U.S. as a free lance writer. Leigh 
White, 22 TC No. 76. 


PURCHASE OF ITS STOCK BY CORPORATION 
IS A DIVIDEND. Taxpayer, a 50% stock- 
holder, bought the stock of the other 
50% owner. Eight months later, being 
pressed by the bank for repayment of 
loan made to finance purchase, he sold 
some of the shares to the corporation 
at his cost. The taxpayer argued that 
the original purchase was on behalf of 
the corporation. Since the books and 
records of the corporation did not show 
this, the Tax Court held taxpayer had 
purchased the stock as an individual 
and its sale to the corporation was a 
taxable dividend to him. Mendle Sil- 
verman, TCM 1954-62. [See discussion 
above. Ed.] 


Detroit Michigan Stove Company v. 
U.S. Ct. Clms., 6/8/54. See discussion 
above. 

Meyer v. U. S. Ct. Clms., 6/8/54. See 
discussion above. 

Zenz v. Quinlivan, CA-6, 6/11/54. See 
discussion above. 


INCOME TAXATION OF 


Trusts & Estates 


EDITED BY FERDINAND J. WOLF, LLB. 


How temporary administrator can get 


charitable deduction during will contest 


THE CHARITABLE DEDUCTION PROVIDED in 
Section 162 (a) not only applies to trust 
income but is equally available in re- 
spect of income of an estate in the 
process of settlement and administra- 
tion. This has been well established 
since the case of Bowers v. Slocum 20 
F.2nd 350 (2nd Cir. 1937). But con- 
sider the case of a Temporary Admin- 
istrator acting during a long drawn out 
will contest when the propounded will 
gives all or part of the residuary to 
charities. In preparing his fiduciary re- 
turn may he avail himself of the chari- 
table deduction under this Section? 

Section 162 (a) allows a full deduc- 
tion for any part of gross income 
“which pursuant to the terms of the 
will or deed creating the trust, is dur- 
ing the taxable year paid or perma- 
nently set aside for the purposes and 
in the manner specified in section 23 
(o) ...” Is this his warrant for taking 
the deduction? The will has not been 
probated and may never be. By what 
act can he, as Temporary Administra- 
tor, permanently set aside the income 
or any part of it for the charities? 

This question can be handled by 
assuming that the fiduciary need take 
no steps to segregate or credit income 
to the charities in order to take advan- 
tage of the deduction. The setting aside 
is effected by the operating clauses in 
the will, according to the Slocum case 
and subsequent decisions, if and when 
the terms of the will vest the ultimate 
right to the income to the charity. But 
until the will is probated none of its 
provisions are operative. 

The regulations offer no clue to his 
problem, simply repeating, in effect, 
the Code language. And since there 
appear to be no cases litigating the 
point, the Administrator must adopt a 
practical solution. The Administrator 
may assume that the will will be pro- 
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bated and determine that by the terms 
of the will the income, or part of it, 
is set aside for the charitable legatees, 
and take the deduction on his fiduciary 
return. If his assumptions prove cor- 
rect and the will is probated, then the 
income will ultimately go to the chari- 
ties, and the return should stand as 
filed. Should the converse result, if the 
heir at law is the victor, the charities 
take nothing. Then the deduction 
would not be available in respect of the 
income previously earned, and the 
Temporary Administrator must file an 
amended return showing the income as 
taxable. It is questionable whether he 
can be held liable for the interest 
which has accrued by reason of the 
non-payment of the tax on the “due 
date.” 

On the other hand, if the Adminis- 
trator pays the tax in the first instance, 
and then the contestant is defeated, the 
Administrator would have to recover 
the overpayment. 

Furthermore, should the contest re- 
sult in a compromise reducing the 
amount to be received by the charities, 
there is some authority for sustaining 
the deduction as taken, even though 
the income would actually be prorated 
between the charities and the heir. In 
Hu L. McClung 13 B.T.A. 335 (1928) 
non-acq. CBVII-2, p. 44, the court rea- 
soned that the contesting heirs took 
under the contract of compromise and 
not under the will, and that the chari- 
ties remained sole owners of the resid- 
uary subject to a contractual obliga- 
tion to pay a portion of it to such 
heirs. On these grounds it held the 
income from the residue to. be perma- 
nently set aside for the charity and so 
deductible. The theory, however, has 
been rejected in several estate tax de- 
cisions, and some commentators doubt 
its viability in this area. —o— 
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Warning on deductibility of taxes paid by 


beneficiaries on real estate owned by trust 


IN ESTATE OF MOvIUS 22 T.C. No. 52, 
the executors were directed to sell sev- 
eral parcels of real estate, on conditions 
and terms which they deemed favor- 
able, and then to hold the proceeds in 
trust to pay the intome to. several 
beneficiaries. The properties produced 
no income from which the executors 
could pay the real estate taxes. The 
beneficiaries, therefore, paid the real 


‘estate taxes and treated the payments 


as deductions on their personal income 
tax returns. 

In sustaining the deduction, the Tax 
Court held that:a beneficial owner is 
entitled to a deduction for taxes paid 
to protect his interest in such prop- 
erty. The holding was undoubtedly 
proper on the basis of the circum- 
stances presented. But the holding 
should not be relied on without consid- 
ering these circumstances. The Court’s 
decision is supported by the language 
of the cases on which it relies, but in 
each of the cited precedents there was 
at least one factor not present here. 
In Hord v Commissioner 95 F2d 179 
(6th Cir. 1938) the court stated that if 
“the taxes were not otherwise paid the 
beneficiaries were required to pay or 
suffer the sale of the property.” But 
it also construed Ohio law as imposing 
a secondary obligation on the bene- 
ficiary to pay personal property taxes. 
Iowa law was held to be similar, so the 
court in Estate of John Edgerly Mor- 
rell 43 B.T.A. 651 (1941), non-acq. 
CB1941-1, p. 17, followed the Hord case. 
The law of three other states was con- 
strued in a later case, Martin Thomas 
O’Brien 47 B.T.A. 561, (1942), non- 
acq. CB1942-2, p. 30, even though the 
court based its ruling on the language 
of the Hord case that a beneficiary may 
deduct taxes where it must pay or 
suffer the sale of the property. 

In the Movius opinion the court 
omitted any reference to state law, nor 
did it point out that in these three 
cases the taxes were paid after the ter- 
mination of the trust. In Cornelia C. F. 
Horsford 2 T.C. 826 (1943), acq. CB1943, 
p. 11, however, actually the first in 
order of the precedents cited in the 
instant case, real estate taxes were 
paid by the beneficiary during the con- 
tinuance of the trust, and were al- 


lowed as a deduction. The additional 
element present there, which may ac- 
count for the Commissioner’s acqui- 
escence in this decision, was the testa- 
mentary direction that the beneficiary- 
occupant of the property was to pay all 
taxes thereon. But even in the Hors- 
ford case the court refused to rely 
solely on the provision of the will, 
grounding its decision, instead, on the 
O’Brien rule, via the Hord and Morrell 
cases, that the beneficiary had to pay 
or lose the property. 

The Movius case, then, goes beyond 
its antecedents, by not using any fur- 
ther reasoning or qualifying language 
to lessen the effect of its broad propo- 
sition that taxes paid by a beneficiary 
to protect his interest in property are 
deductible by him. 

Moreover, the court also sanctioned 
the method which was followed to pay 
the taxes— which was more complex 
than indicated above. The beneficial 
owners of the real estate were also ben- 
eficiaries of trusts under the same will. 
They authorized the executor-trustees 
to withhold and accumulate trust in- 
come to which they were entitled, in 
order to build a fund to meet these 
taxes. The income was withheld for 
three years, the beneficiaries reporting 
their shares annually on their personal 
returns. In the following year, the 
executor paid the tax from the fund 
and the beneficiaries treated the pay- 
ment as a deduction on their respective 
personal returns. The court stated that 
to hold that this income was never 
realized and used by the beneficiaries 
would be to overlook the realities of 
the situation, and went on to rule, 
realistically, that payment by the ex- 
ecutor-trustees was equivalent to pay- 


ment by the beneficiaries. —o-- 


An example of harsh tax result 


when will is imprecisely drafted 
NON-ADVERSARY LOCAL probate court de- 
crees are hit again in the recent Im- 
maculata Gallagher case (D.C.E.D.Pa. 
1954). The will of taxpayer’s deceased 
husband provided for a trust of which 
“the income therefrom” was to be dis- 
tributed “for [the wife’s] benefit, main- 
tenance and support and that of all my 


children living with her at the .time” 
so long as the wife was: living and did 
not:remarry. A probate court decree 
had ‘been obtained directing distribu- 
tion of the income among the widow- 
taxpayer and her twelve children. The 
widow also filed a disclaimer to all but 
1/13th of the income. The District 
Court holds: the widow-taxpayer is 
entitled to all the income and taxable 
in full therefor; the disclaimer is re- 
vocable ‘at will in Pennsylvania and 
ineffective because the trust is a spend- 
thrift trust; the probate court decree 
may be disregarded as non-adversary. 
Note: The decision points up the ne- 
cessity for (1) consideration of income 
taxes, and not only estate taxes, in 
planning a will, and (2) precise draft- 
ing of income dispositive provisions. 
The litigation need never have arisen 
if the will draftsman had used a 
sprinkle trust authorizing the trustee in 
its discretion to allocate income among 
a class consisting of the wife and chil- 
dren, or, if the trustee had been given 
a definite standard upon which to dis- 
tribute sufficient income to the wife to 


satisfy the criterion which was set in | 


the will, with the balance distributable 
equally among the children. 


New decisions 


CARRYOVER FROM DECEDENT TO ESTATE. 
A capital loss cannot be carried over 
from the return of the decedent to the 
return of his estate; they are separate 
taxpayers. Rev. Rul. 54-207. 


PAYMENT FOUND TO BE INCOME CHARGE 
AND DEDUCTIBLE. The Court interprets 
the testator’s will as providing that an- 
nual payments shall be made out of 
income and, being out of income, de- 
ductible by the executor. The Commis- 
sioner had contended that the payment 
could be made from either corpus or 
income and therefore was not deducti- 
ble. Sneed Estate v. U.S. Ct. Clms., 
6/8/54. 





THE CHANGING Law 

ONE CAN READ in the revisions of 
the revenue acts the record of the 
Government’s endeavor to keep 
pace with the fertility of invention 
whereby taxpayers had contrived 
to keep larger benefits of ownership 
and be relieved of the attendant 
burdens .. . Mr. Justice Cordozo, 
in Burnett v. Wells. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & Gift Taxation 


EDITED BY VENAN J. ALESSANDRONI, LI.B. 


Gannon opinion now confuses the 


picture on buy-sell agreements 


WE THOUGHT THE LETTER by Alfred 
Mannheimer and Joel Irving Friedman 
to the New York Law Journal pretty 
well cleared up the confusion caused 
by the Trammell (18 TC 622) opinion. 
But now comes the Gannon case (21 
TC 121) which certainly muddies the 
waters. 

Mannheimer and’ Friedman set ‘the 
record right on a number of miscon- 
ceptions that seemed to grow out of 
Trammell, “Revenue Rulings 54-76 
and 54-77”, they say, “serve to clear 
up misunderstandings originally created 
by the Trammell case (18 TC 622) and 
later aggravated by Revenue Ruling 
157 (1953) based on that case. 

“Before the Trammell case, it was 
commonly understood that a buy and 
sell agreement would not serve to peg 
the value of a business interest for 
estate tax purposes in two circum- 
stances, viz, (1) if the seller, during 
his lifetime, were left free to sell with- 
out first offering to the potential pur- 
chaser under the agreement and at the 
price fixed therein; or (2) if the agree- 
ment were not made at arms length, 
but was merely a device to save estate 
taxes. 

“The agreement in the Trammell case 

-a case involving a husband and wife 
partnership —— was held ineffective to 
peg value on the ground that there 
was no lifetime restriction, and per- 
haps, also, on the ground that the 
transaction was not at arms length. 
But the opinion was far from clear 
especially since it contained an entirely 
inapplicable quotation from an earlier 
case. Due partly to that quotation and 
partly to the circumstance that the 
Trammell agreement provided that 
nothing should be paid for good will, 
it was erroneously concluded by some 


that the Trammell case undermined 
the theretofore established case law. 
Others, equally erroneously, took the 
case to mean that any agreement that 
expressly excluded good will in fixing 
the purchase price would be ineffective 
to peg value. 

“It was overlooked that the judge 
who decided the Trammell case had 
also decided the Salt case (17 TC 92), 
which, in effect, holds that a buy and 
sell agreement pegs value in the 
absence of either of the two circum- 
stances mentioned above. 

“The two new 1954 rulings mentioned 
at the outset—one of which is ex- 
pressly based on the Salt case — are in 
conformity with the law as it was 
generally understood to exist prior to 
the Trammell case. 

“Four additional points: 

“(1) Theoretically, a buy and sell 
agreement that is made at arms length 
will peg value regardless of the price 
fixed therein. Thus, a father-son 
buy/sell agreement which gave the 
son an option to purchase resulted in 
establishing a zero value for the 
father’s stock (May v. McGowan, 194 
Fed., 2d, 396). However, a_ serious 
drawback to providing that nothing 
should be paid for good will is that 
such a provision might be taken as an 
indication that the transaction is not 
bona fide. Therefore, in a case involv- 
ing relatives, even where exclusion of 
good will would be justified (e.g., be- 
cause of buyer’s value to the business), 
it might be well to avoid an express 
prohibition against taking good will 
into account. In such a situation, the 
same result can often be attained by 
using a different valuation formula or 
a fixed price. 

“(2) Buy and sell agreements are 
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effective to peg value regardless of 
whether the buyer is bound to buy or 
merely has the option to buy. It is 
sufficient if the deccdent’s estate can 
be required to. sell. Carefully: to: be 
distinguished, however, are ‘offer :first’ 
agreements, which leave a_ potential 
seller and his estate free to retain his 
business : interest, and merely binds 
him or his estate to offer it to. in- 
siders, before selling it to third per- 
sons. ‘Offer first?’ agreements never 
were sufficient to peg value for estate 
tax purposes. Incidertally, it was an 
‘offer first’ agreement that. was ‘re- 
ferred to in the irrelevant. quotation 
in the Trammell case. (See Pavenstedt, 
‘The Second Circuit Reaffirms’ the 
Efficacy of Resirictive Stock Agree-~ 
ments to Control Estate Tax Valua- 
tion’, 51 Mich. L. R., 1, 14, fn. 50). 

“(3) Since an option held by a -po- 
tential buyer under a_ buy-and-sell 
agreement fixes the value of the dece- 
dent’s business interest for estate tax 
purposes, even though the option is 
not exercised and the interest remains 
in the hands of decedent’s estate, the 
government has come to regard option 
buy-and-sell agreements as a loop- 
hole. It is particularly important, 
therefore, in drafting option buy: and 
sell agreements, to take pains to es- 
tablish the arms length nature of the 
transacticn. 

“(4) Revenue Ruling 54-77, which is 
a general discussion of the valuation 
of unlisted stock and securities, intro- 
duces what appears to be a new and 
realistic note, viz: 

“*Where an actual or effective con- 
trolling interest in a corporation is to 
be valued, the dividend factor is not 
a material element, since the payment 
of such dividends is discretionary with 
the controlling stockholders. The in- 
dividual or group in control can sub- 
stitute salaries and bonuses for divi- 
dends, thus reducing net income and 
understating the dividend-paying ca- 
pacity of the company.’” 

After Mannheimer and Friedman 
wrote the foregoing the Gannon de- 
cision held that the value of a de- 
cedent’s interest in a partnership as 
determined in a supplemental partner- 
ship agreement was held not binding 
for estate tax purposes even though 
the partners were not left free during 
life to dispose of their interests to 
strangers. We shall hear further from 
Mannheimer and Friedman on this 
case. —o-- 








38 * The Journal of Taxation ° 


Awtry adds new dangers to 
use of Mutual Wills 


JOINT AND MUTUAL WILLS are dangerous 
devices. They may raise serious ques- 
tions as to revocability, enforcement 
and administration. Estate of Emmet 
Awtry (22T.C.14) reveals an additional 
danger. The decedent and his wife, 
residents of Iowa, executed a joint and 
mutual will in 1947. The wili declared 
that all of their property (U.S. Bonds, 
bank deposits and realty) was jointly 
owned and that the survivor of them 
would have the use, income and con- 
trol of the property during life. Upon 
the death of the survivor, the property 
was to be sold and the net proceeds 
distributed to nephews and nieces. The 
husband died in 1950. Since he had 
paid the full consideration for the joint- 
ly owned property, its full value was 
included in his gross estate under Sec. 
81l(e)I.R.C. The property, however, 
would ordinarily have qualified for the 
marital deduction under Sec. 812(e) 
(1) (A) and Sec. 812(e) (3) (E) of the 
IRC had not the will imposed certain 
restrictions on the disposition of the 
property. The Tax Court refused to 
qualify the property for the marital 
deduction on the theory that the wife 
received, in effect, a life estate in the 
property with remainder to nephews 
and nieces —a terminable interest un- 
der Sec. 812(e) (1) (B) IRC. The con- 
clusive factor appeared to be that under 
Iowa Law the terms of the mutual 
will would be binding on the widow, 
since it is in the nature of a contrac- 
tual obligation. 

The court, however, had to explain 
away the Treasury Regulation covering 
U.S. Savings Bonds registered in co- 
‘ownership form which prohibit inter- 
vivos transfers. The regulation states 
that “the surviving co-owner will be 
recognized as the sole and absolute 
owner of the bonds... .” The Tax 
Court decided that the regulation 
merely protects the parties from them- 
selves, preventing “A giving away B’s 
rights without B agreeing to it.” So 
that if the parties voluntarily agree to 
dispose of the survivor’s rights in the 
bonds, the regulation does not apply. 
This principle was carried over to the 
other jointly held property subject to 
the will. 

The dissenting judge would have 
permitted the marital deduction, rea- 
soning that the property was not sub- 
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ject to testamentary disposition since 
the survivor took by the nature of the 
tenancy and operation of law. 

The will was executed shortly before 
the enactment of the Revenue Act of 
1948. Had the will been revoked or 
redrafted, the marital deduction could 
easily have been saved. The case em- 
phasizes once again the need for re- 
viewing all wills executed before the 
date of the act. a 


Revision of Form 706 should 
permit easier handling 


THE NEW REARRANGEMENT of Estate Tax 
Form 706 may make for easier han- 
dling. The major change is the intro- 
duction of a new Schedule S in which 
credit for all foreign death duties will 
be computed. This schedule replaces 
supplemental forms 706c, 706e and 
706h, which were used for computing 
credits for death taxes paid to Canada, 
United Kingdom and France, respec- 
tively. 

LR. Mimeo No. 54-78 explains the 
changes made in Estate Tax from 706 
which has been revised, as of Decem- 
ber, 1953. —o— 


Four conditions which must 
prevail in buy-sell contracts 


WE LIKE THE TERSE comments offered 
us by some of the bank publications, 
and we have this month one that sum- 
marizes nicely planning for the buy- 
sell agreement. Caution is needed, 
however, in applying too casually 
these capsul advices, for surely in 
using these four rules from the Chem- 
ical Bank & Trust Company’s (New 
York) Taxes and Estates, cognizance 
must be taken of the confused picture 
presented by Trammell and Gannon 
(supra). 

The Bank sets out four conditions 
which must prevail in a buy and sell 
agreement in order to peg value of a 
business interest in a buy and sell 
agreement. These are: 

1. Do the purchasers have enf>rce- 
able rights? If the purchasers have the 
unrestrained right to buy, the estate 
has no alternative but to sell at the 
price and under the terms set forth in 
the agreement. 

2. Is the agreement “at arm’s 
length”? The agreement must be bona 
fide and free from any inference that 


the transfer is made primarily to hold 
taxes down. 

3. Is the price proper? In the light 
of all circumstances pertaining to the 
agreement, the purchase price must be 
fair and reasonable and in line with 
other yardsticks of value. [Ed.: Is not 
(3) a corollary to (2)? See the Mann- 
heimer and Friedman comment, supra, 
that theoretically a buy and sell agree- 
ment made “at arm’s length” will peg 
value regardless of the price fixed 
therein. But theoretical considerations 
may not always govern and the Treas- 
ury is not irrevocably bound by an 
“arm’s length” agreement.] 

4. Is the owner restricted during 
life? Obviously, if the owner has the 
right to dispose of his property with- 
out restriction during life, the selling 
price set forth in the agreement is not 
conclusive for estate tax purposes as 
when restrictions exist. [Ed.: It may 
well nigh make the agreement useless 
for valuation purposes. Condition (4), 
in any event, would appear to be a re- 
statement of condition (1).] —o- 


Mclllwain’s lectures on 
executor’s functions printed 


JOHN F. MCILLWAIN’s LECTURES from 
the Practicing Law Institute have re- 
cently been put into a 60-page book by 
the Irving Trust Company. We find 
this an excellent book in every way, 
containing as it does many practical 
suggestions, reminders, and aids. Al- 
though it relates in part to New York 
practice, much of the material has 
general applicability, and will be use- 
ful to practitioners in other states. 
Copies may be had free of charge. 
Write the bank at One Wall Street, 
New York. —o 


New decisions 





MaRITAL DEDUCTION ALLOWED FOR COM- 
PROMISE PAYMENT TO HUSBAND. The 
Commissioner had disallowed for 
marital deduction a payment made to 
the decedent’s surviving husband in an 
out-of-court settlement of his claim 
against his wife’s estate. The husband 
received nothing under his wife’s will 
and he threatened to contest the pro- 
bate. The Court finds that the settle- 
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ment was made in good faith and since 
it was made because of the husband’s 
position as such, the marital deduction 
must be allowed. Estate of Gertrude P. 
Barrett, 22 TC No. 78. 


No MARITAL DEDUCTION FOR LIFE INSUR- 
ance. The Tax Court decided that the 
interest of the surviving wife in the 
proceeds of life insurance was termin- 
able and therefore ineligible for the 
marital deduction. Under the option 
selected by the decedent, she was to 
receive a fixed number of installments 
but if she died while there were still 
payments due, they would go to the 
children. Estate of Thomas J. White, 
22 TC No. 83. 


TRANSFEREES CAN DEDUCT INTEREST PAID 
ON DEFIcreNcy. Third Circuit affirms 
without opinion the District Court 
holding that the interest on estate tax 
deficiencies paid by the taxpayers as 
transferees of the estate is deductible 
by them to the extent it applied to the 
period following their receipt of the 
property. Webster v. Maloney, CA-3, 
6/1/54. 


STATUTE, NOT CONTRADICTORY COMMITTEE 
REPORT, FOLLOWED. The Commissioner 
included in the taxable estate the 
value of a trust created by the decedent 
in which he was to receive the income 
for his life if he survived his wife, the 
first life tenant. Actually he did not 
survive his wife. The statute, adopted 
to reverse the rule of May v. Heiner 
exempting such trusts, provided for 
inclusion in the estate of transferred 
property in which the decedent had 
“retained for a period not ascertainable 
without reference to his death... 
right to the income from the property.” 
The Court would have no doubt that 
the statutory language covered the 
situation here but the Committee re- 
ports explain it as applying if the life 
tenant predeceases the settlor. In the 
face of the contradiction between the 
words of the statute and the clear in- 
tent of Congress on one hand, and the 
Committee report and a short-lived 
Regulation based thereon on the other, 
the Court refuses to go behind the 
words of the Statute and sustains the 
tax. Marks Estate v. Higgins, CA-2, 
6/8/54. 


GIFTS HELD NOT OF FUTURE INTEREST. The 
Tax Court had disallowed the annual 
exclusion for gifts of corporate stock 





made to trustees for the benefit of the 
donor’s grandchildren on the ground 
that the trustees were empowered to 
invest in securities that would not be 
income producing, and further that the 
trustees were impowered to pay the 
income to another for the support of 


*the beneficiary if they decided he was 


“incapacitated ...in business mat- 
ters.” The Sixth Circuit reversed on 
the grounds that the income test is 
whether the beneficiary is entitled to 
the income, not whether there is any 
income, nor his capacity to enjoy it. 
The trustees would be required by the 
courts to determine capacity reason- 
ably. Gilmore v. Comm., CA-6, 6/2/54. 


PUERTO RICAN NOT SUBJECT TO ESTATE 
Tax. The estate of a Puerto Rican (citi- 
zen of both Puerto Rico and the U. S.) 
is not subject to U. S. estate tax on 
assets in the U. S. The Court finds that 
the intent of Congress has been to give 
fiscal independence to Puerto Rico. 
Nor, being a citizen, can his estate be 
taxed as that of a “non-resident not a 
citizen” as the Commissioner had as- 
serted. Rivera Estate, CA-2, 6/10/54. 


CHARITABLE DEDUCTION ALLOWED FOR 
ONLY DECEDENT’S HALF OF COMMUNITY 
PROPERTY. The decedent and his wife 
had executed a joint will providing 
that the survivor should have a life 
interest in the decedent’s half of com- 
munity property and, at the survivor’s 
death, the entire property would go to 
charity. The Commissioner allowed as 
a charitable deduction only the re- 
mainder in the decedent’s half of the 
community property after the wife’s 
life interest. This Court agrees with the 
District Court that under the will the 
charity receives nothing from her—no 
one is an heir to a living person. Mac- 
Farland Estate v. Campbell, CA-5, 
6/18/54. 


CONSENT TO SPLIT GIFT NOT INCLUDIBLE 
IN ESTATE. The consent given by dece- 
dent to reporting a gift made by his 
spouse as though it were made one half 
by each, does not create in the decedent 
an interest in the gift property includ- 
ible in the decedent’s estate for estate 
tax purposes. Rev. Rul. 54-246. 


BEQUEST TO FRATERNITY HELD EDUCA- 
TIONAL AND DEDUCTIBLE. The decedent 
left three quarters of his residuary es- 
tate to a fraternity. The Court was 
convinced from testimony about the 
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testator’s intent and acquiescence of 
fraternity officials that the bequest was 
for scholarships, and the fraternity was 
legally obligated so to use it. It follows 
that the bequest is deductible for Fed- 
eral estate tax purposes. Yates Estate 
v. McGowan, D.C. N.Y., 6/29/54. 


CONTINGENT INTEREST NOT INCLUDIBLE 
IN ESTATE. The decedent was a contin- 
gent remainderman in a trust. Since she 
did not survive the life tenant therein, 
she had no interest includible in her 
estate for tax purposes. Owen Estate 
v. Hinds, D.C. Okla., 5/5/54. 


ONLY REASONABLE EXECUTORS’ COMMIS- 
SION ALLOWED. The Orphans Court al- 
lowed 4% executors’ commissions paid 
as against the residuary beneficiary, 
who had approved the accounting but 
allowed only 3% in computing the 
State inheritance tax. The Court de- 
cides that for estate tax purposes only 
a reasonable commission (at 3%) is 
allowable despite the fact that more 
was paid. Burr Estate v. US., DC., 
Pa., 6/23/54. 


CoNTEMPLATION OF DEATH. Court finds 
that gifts to children were in con- 
templation of death, and that Commis- 
sioner set too high a valve on them. 
No opinion. Slimp Estate v. U. S. D.C. 
Texas, 6/5/54. 


CONTEMPLATION OF DEATH. Court re- 
views motives for decedent making 
gifts of her property and finds them 
connected with life. Rowe Estate v. 
Fahs, D.C. Fla., 5/19/54. Plassey Es- 
tate v. Kavanaugh, D.C. Mich., 5/21/54. 


VESTING IN ALIEN PROPERTY CUSTODIAN 
EXTENDS TIME FOR REFUND. The dece- 
dent’s will provided for legacies to 
German Nationals or, if they did not 
survive, to a church. The estate sues 
for refund of tax paid in 1946 on the 
ground that it having been decided 
that the legacy was payable to the 
church, a charitable deduction is allow- 
able. The Government contended that 
the action of the Alien Property Cus- 
todian in vesting in himself the right 
to the legacies did not extend time for 
claiming refund. Circuit Court agrees 
with the District Court that the words 
of the Trading With The Enemy Act, 
suspending limitation with respect to 
“property acquired,” applies also to 
vesting of rights to property. Sullivan, 
U. S. v. CA-1, 6/21/54. 














NEW DEVELOPMENTS IN 


Taxation of partnerships 


EDITED BY ROBERT M. MUSSELMAN, L1L.B., CPA 


The use of insurance to liquidate 


partnership interest at death 


TAX MEN HAVE a double-barrelled in- 
terest in arrangements for resolving 
the difficulties caused by the death of a 
partner: first, on behalf of their own 
partnerships; and second, on behalf of 
their clients. While the advantages of 
a written partnership agreement have 
long been recognized, it is astonishing 
how many legal and accounting firms 
still do not have a formal written 
partnership agreement. “If the desira- 
bility of such an agreement is con- 
ceded,” says Robert J. Lawthers, “it is 
axiomatic that not only must agree- 
ments be enforceable but the parties 
thereto must be financially able to per- 
form. Furthermore, to the extent that 
this is possible the tax consequences 
must be anticipated if the objectives 
of the agreement are to be ac- 
complished.” Mr. Lawthers, who is Di- 
rector of Benefits and Pension Busi- 
ness of the New England Mutual Bene- 
fit Life Insurance Company of Boston, 
made these and the following observa- 
tions in a discussion of this subject in 
_ The Virginia Accountant last fall. 


The cross purchase agreement. The 
first approach that most persons make 
to a liquidation agreement for partners 
is an individual buy-and-sell agree- 
ment between the partners, which pro- 
vides that upon the death of any part- 
ner, or certain selected partners, the 
decedent agrees to sell and the surviv- 
ing partners, or some of them, agree 
to buy, the partnership interest of the 
decedent. 

It is generally conceded that such an 
agreement, properly drafted, is not 
testamentary in nature, and is enforce- 
able at the death of any one of the 
parties, both against the estate of the 
decedent and against the surviving 


parties. The consideration is the mutual 
covenants. 

Theoretically, life insurance is not 
an essential part of such an agreement. 
Practically, however, it is the flesh 
which covers and gives life to the skel- 
eton. It is by means of life insurance 
that assurance is given to each party 
that if he survives he will have the 
funds with which he may enforce per- 
formance by the estate, and, in turn, 
that if he dies the others will not only 
be legally bound to perform the agree- 
ment, but financially able to do so. It 
has, therefore, become customary to 
include in the agreement a require- 
ment that insurance be carried. 

One normally thinks of separate pol- 
icies carried by each potential pur- 
chaser on the life of each potential 
seller to make available to the poten- 
tial purchasers, at the death of a seller, 
the funds with which to carry out their 
agreement. Each policy is paid for by 
one partner (not the Insured), is 
owned by that partner and his estate, 
and is payable, as: beneficiary, to that 
partner, his executors, administrators 
or assigns. 

Upon the death of one of the part- 
ners, each survivor receives insurance 
proceeds adequate to carry out the 
agreement he has made. He is legally 
bound to use such insurance, to the 
extent necessary, to purchase from the 
estate of the decedent the latter’s in- 
terest in the business; and such estate, 
in return, is bound to turn over to him 
the partnership interest of the decedent. 

There is no question in my mind that 
this makes the best first approach to 
the solution of buy-and-sell problems 
of partners. Its theory is direct, simple, 
and businesslike. It offers a completely 
equitable arrangement. Through cer- 
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tain available procedures it is possible 
to have options of payment available 
for objects of the Insured’s bounty 
without fundamentally disturbing the 
basic arrangement. In the absence of 
definite reasons to the contrary, it is 
the method of choice. 


The corporate fiduciary. A possible 
principal defect in the plan just dis- 
cussed is that one of the parties may be 
disinclined to perform the agreement 
when the time comes, and the other 
may desire performance. Even though 
all parties are in an equitable position, 
since, if the agreement is not per- 
formed, the survivors have the insur- 
ance they paid for and the estate still 
owns the decedent’s share of the busi- 
ness; and even though either party 
could go into equity and probably en- 
force specific performance, neverthe- 
less, expense and embarrassing delay 
would be involved. 

This difficulty can be eliminated by 
having a corporate fiduciary, as trustee 
or escrow agent, to initiate perform- 
ance and to carry out the terms of the 
agreement. Without a corporate fiduc- 
iary, the surviving partner or partners 
must satisfy the representatives of the 
decedent that the agreement is legally 
binding and that the whole plan is 
equitable. The inclusion of a corporate 
fiduciary will guarantee that there will 
be a disinterested party, with whom the 
widow or other representative of the 
decedent may confer, who will explain 
the whole arrangement to her. It is 
obvious that this advantage is not ob- 
tained if, to save the expense of a dis- 
interested fiduciary, the surviving busi- 
ness associates are the trustees. 

Accordingly, the insurance policy 
and the agreement may be modified so 
as to provide for a corporate fiduciary 
which will be the beneficiary of the 
policy. Upon receipt of the proceeds, 
and upon obtaining adequate guaran- 
tees from the surviving partners, such 
fiduciary will turn over the purchase 
price to the executor or administrator 
in return for an adequate transfer of 
the partnership interest from the exec- 
utor or administrator to the surviving 
partners. The policy will still reserve 
to the applicant and payor of the 
premiums all rights of ownership dur- 
ing the Insured’s lifetime, but instead 
of his receiving the proceeds at the 
Insured’s death such proceeds will be 
paid to the trustee who will receive 
them for his benefit. 
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In order to assure the co-operation 
of the executor or administrator, it is 
desirable to have a provision in the 
will of each of the parties referring to 
the purchase agreement and directing 
the executor to execute all papers and 
perform all acts necessary or desirable 
for the carrying out of the agreement. 


The entity method. When there are 
a considerable number of partners, the 
cross purchase agreement results in a 
large number of policies. Seven part- 
ners with a “ring-around-the-rosy” 
arrangement results in forty-two poli- 
cies. Even in a case involving large 
values of the partnership interests, this 
can be a nuisance if nothing else. With 
partnerships having small values, one 
may get down to individual policies 
which are below the minimum size an 
insurance company will write. Also, 
some companies issue attractive forms 
of policies with fairly high minimum 
amounts required for each individual 
policy. Even with partnerships of mod- 
erately high value, the basic arrange- 
ment discussed above may produce 
individual policies below such min- 
imum. 

A solution occasionally suggested is 
to have one policy on each life owned 
jointly by, and paid for by, the part- 
ners other than the Insured, with such 
other partners as beneficiaries (or a 
trustee or escrow agent for their bene- 
fit). This solves the problem of a large 
number of policies, but involves serious 
difficulties with respect to a new or 
continuing agreement among the sur- 
viving partners after the death of a 
partner or upon changes in the com- 
position of the partnership other than 
hv death. 


The theory. There have been various 
theories as to the exact nature of the 
property interest of a partner in a 
partnership. Expressed loosely, there 
is the aggregate theory that each part- 
ner has a separate, individual, undi- 
vided interest in every asset of the 
partnership. The alternative, and in 
general more respectable (in most 
jurisdictions), is the “entity theory,” 
under which an individual partner has 
no direct ownership interest whatso- 
ever in the assets, but that on the con- 
trary the various assets are owned by 
the partnership as an entity. What each 
partner owns is a chose in action: 
namely, the right to share in the man- 
agement and the profits of the partner- 


ship pursuant to the partnership agree- 
ment, also the right to an accounting 
and to share in the distribution of 
assets upon liquidation. 

If one were to have a policy owned 
by a partnership then, on the basis of 
the former theory, whenever an indi- 
vidual ceased to be a partner there 
would be a transfer of the policy from 
him because he had an interest di- 
rectly in the policy as a partnership 
asset. This would be extremely unde- 
sirable since, where a transfer of a life 
insurance policy, or of any interest 
therein, by assignment or otherwise, is 
made for a valuable consideration, in- 
come tax liability may arise with re- 
spect to the amount by which the death 
proceeds exceed the sum of the con- 
sideration plus the amount of the 
premiums and other sums subsequently 
paid by the transferee. See Section 
22(b)(2)(A) IRC. Under the latter 
theory, he had no such interest. Up 
until fairly recently the Treasury De- 
partment has held to the former theory 
in connection with the cost basis of 
certain property, but following a num- 
ber of court decisions to the contrary, 
has now. come around to the recog- 
nition of the latter theory for such 
purposes. Until this change in the atti- 
tude of the Treasury Department, one 
legitimately had fears in attempting to 
use a policy owned by the partnership 
for purposes of buy-out agreements, 
but the recent change in the Treasury 
Department’s position has changed the 
thinking of many conservative au- 
thorities, and one now finds, for se- 
lected situations, a use of insurance 
paid for and owned by the partnership, 
as an entity, for purposes of buying 
out a partner’s interest at his death. 
[Sec. 101 (a) (2) (B) of the new law 
provides that the “valuable transfer” 
rule does not apply if the transfer is to 
the insured, to a partner of the insured, 
to a partnership in which the insured is 
a partner, or to a corporation in which 
the insured is a stockholder or officer. 
Ed. ] 


Application of the theory. Instead of 
having an agreement for cross pur- 
chase and sale of partnership interests, 
one has an agreement that upon the 
death of a partner the survivors shall 
succeed to the partnership business 
and every asset of the previously exist- 
ing partnership, and a succeeding part- 
nership composed of the survivors shall 
forthwith come into existence. The de- 
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cedent would have no right to. receive 
anything except as is specifically pro- 
vided in the agreement. 

To implement this with insurance the 
partnership as an entity takes out and 
pays the premiums on one policy on 
each life. The present partnership, its 
successors and assigns, is specified as 
the owner and beneficiary of the policy. 
Upon the death of an Insured the suc- 
ceeding partnership becomes. successor 
to the preceding partnership pursuant 
to the agreement, and is entitled to 
collect the proceeds from the insurance 
company (or, if the agreement and the 
policy so provide, a trustee or escrow 
agent collects the proceeds). The de- 
cedent is paid off and the business con- 
tinues among the survivors. 

The agreement should provide that 
the interest of any partner in the 
partnership and its assets is expressly 
declared to be non-transferable and 
unassignable, and that no partner shall 
have any right or power, while the 
agreement is in effect, to make any 
sale or transfer of his interest. 

A provision may be included that a 
partner shall have the right to with- 
draw from the partnership upon giving 
proper notice, in which event the other 
partners, at their election, shall have 
the right either to terminate the agree- 
ment and to proceed to liquidate the 
partnership, or to permit the with- 
drawal. In the latter event. the part- 
nership will be continued by the re- 
maining partners and payment made 
to the withdrawing partner as stipu- 
lated in the agreement. 

Provisions may be included giving 
any partner the right to buy the policy 
on his own life from the succeeding 
partnership if he withdraws while liv- 
ing. Provisions may be made to the 
effect that if the partnership is liqui- 
dated each partner shall have the right 
to require that, up to the value of what 
he is entitled to receive, distribution 
be made to him in kind of policies on 
his own life. 

If desired, provisions may be in- 
cluded designed to make it possible 
that, to the extent that the proceeds of 
insurance on the life of a decedent are 
used to pay him off at his death, those 
proceeds may be applied under an 
option of the policy for the benefit of 
objects of his bounty. 


saxation of partnerships * 


Income-tax considerations. The best 
opinion seems to be that after the death 
of one partner no transferee for value 
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problem exists because, with respect 
to the policies on the lives of the sur- 
vivors, the decedent had not possessed 
directly, any incident of ownership. If 
the transfer which will occur from the 
old partnership to the new one is 
feared, any remote danger can be over- 
come if the transaction is spelled out 
as a distribution of the policies on the 
lives of the survivors to all surviving 
partners and a contribution of those 
policies to the capital of the new part- 
nership; because both a distribution of 
a policy in kind by a partnership and 
a contribution of the policy to the 
capital of the partnership are exempt, 
by the Code, from those transfers for 
value which give rise to income-tax 
liability. (See Section 113(a) (13) and 
the next to last sentence of Section 
22(b) (2) (A) IRC). 

The decision whether to use the cross 
purchase and sale method or the entity 
method in connection with buy-out 
agreements for partners cannot be 
made without the collaboration of the 
attorney who is advising the partners 
and who will draft the agreement. If 
policies are issued to the partnership, 
and the attorney later determines that 
a cross purchase method should be 
used, the partnership can split the 
policies on each life (provided that this 
will not get below the insurance com- 
pany’s permitted minimum size) and 
make a distribution of split policies to 
various partners which will be ap- 
propriate for use in a cross buy-and- 
sell agreement without involving the 
danger of income-tax liability with re- 
spect to death proceeds. Contrarywise, 
cross-purchased policies may be taken 
out, and if the attorney later decides 
to use the entity method, they may be 
contributed to the capital of the part- 
. nership, and all policies on one life 
combined by the partnership, without 
danger of income-tax liability with re- 
spect to death proceeds. 


An alternative. All of the foregoing 
is applicable to any business which is 
conducted as a partnership. Legally, a 
professional or other personal service 
partnership does not differ from an 
ordinary business partnership and 
there is no essential difference in the 
modus operandi. Their problems are, 
however, somewhat unique because of 
the nature of the business property in- 
volved. The major assets of a business 
partnership may be tangible. The most 
valuable assets of a professional part- 
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nership are t skills, knowledge, and 
reputation of its several partners, with 
the value of the physical assets being 
relatively negligible. Since the distinc- 
tions between personal service and 
business partnerships are not funda- 
mental, it is to be expected that the 
basic agreements heretcfore discussed 
with respect to partnerships in general 
are applicable to personal service part- 
nerships, with some minor mod- 
ifications. 

Are the heirs of a partner in a per- 
sonal service firm entitled to more than 
his proportionate share of the physical 
assets? Most accountants and lawyers 
will answer emphatically in the af- 
firmative, since each partner is pres- 
ently contributing to the future prestige 
of the firm from which, after the death 
of one, the survivors will profit. If 
such is the case, a purchase price will 
usually be arrived at which is sub- 
stantially in excess of the value of the 
tangible assets; i.e., there will be a 
capitalized goodwill to be bought out 
upon the death of a partner. 


Agreements to share income 

Income continuation agreements. An 
alternative to the foregoing is an ar- 
rangement whereby there is a buy- 
and-sell agreement with respect to the 
value of a decedent’s interest in the 
physical assets without any capitaliza- 
tion of good-will, and a further agree- 
ment whereby the estate, appointees, 
etc., of a deceased partner will share 
in the partnership profits for a period 
of time after his death. The latter 
agreement should provide that upon 
the death of the partner, the partner- 
ship shall not terminate, but shall con- 
tinue among the survivors, and the 
estate or legatees of the decedent (the 
latter being on a limited-partner basis) 
for a fixed period of time during which 
such limited-partner (or partners) 
shall be entitled to share in the part- 
nership income on a specified basis. This 
method has particular advantages over 
the buy-out method when it is not 
feasible to obtain insurance, or when 
insurance cannot be obtained in an 
adequate amount. 

In the buy-out method one has a 
capital transaction. If there were any 
income-tax liability on the sale, it 
would be on a capital gain basis, but 
since a new cost basis is taken upon 
death there is usually not even this. 
Since the surviving partners are en- 
gaged in a capital transaction they get 


no deduction for what they pay to buy 
out the decedents. In a straightforward 
buy-out agreement to be consummated 
at or shortly after the death of the 
decedent, the decedent ceases to share 
in the partnership income (but see 
“Consideration of Tax Consequences” 
below), and the surviving partners 
each have a larger share of the part- 
nership income and must pay an in- 
come tax, perhaps at increased brackets, 
on the larger share. 


Advantages. A buy-out agreement, 
whether cross purchase or entity pur- 
chase, has considerable merit when 
sufficient insurance can be provided to 
fund the purchases. However, a buy- 
out agreement, not implemented by 
life insurance (or not sufficiently so), 
can place such a financial burden on 
the surviving partners as to be actually 
unworkable in some cases. They have 
one less person to contribute services 
to the partnership, this may result in 
reduced partnership income; or they 
may have to pay somebody a salary or 
take someone in as a partner in order 
to keep the total income on the same 
level as when the decedent was alive. 
They must pay off the decedent with 
what they have left after they have 
paid income taxes on the total part- 
nership income. 

Under the income continuation 
method there can be less necessity of 
insurance, or at least of the same 
amount of insurance, because the sur- 
vivors are not going to be subject to 
income tax on what the estate of the 
decedent receives. Since income is not 
being continued as payment for any 
capital of the decedent but rather the 
decedent’s estate shares in the part- 
nership income as a partner, the de- 
cedent’s estate will be subject to in- 
come taxation on what is received in- 
stead of such share of the income being 
taxable to the surviving partners. How- 
ever, even here, there is a need for 
some insurance. Although the deceased 
partner’s estate is to share in the 
profits, the deceased partner is no 
longer alive to contribute towards the 
creation of those profits. Hence, either 
the partnership income is going to be 
reduced and each surviving partner is 
going to receive less than he did be- 
fore; or the partnership will have to 
hire somebody to replace the decedent's 
services, in which event salary paid 
him is going to cut into the partnership 
profits. Accordingly, insurance is indi- 
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cated in whatever amount is deemed 
necessary to either cover the loss in 
partnership profits or the cost of hiring 
a replacement (i.e., there is a key man 
situation). 

Either way it is expected that the in- 
surance proceeds will be received free 
from income-tax liability to the sur- 
vivors. Under the buy-out method the 
estate receives the purchase price tax- 
free. The surviving partners do not get 
a “deduction” but they do not need one 
because the windfall of the insurance 
proceeds produce no income-tax lia- 
bility to them. Under the continuation 
method the estate is subject to income- 
tax liability, and, loosely expressed, the 
surviving partners get a deduction. Ac- 
cordingly, if the surviving partners 
were to cover with insurance the total 
amount of the expected share of part- 
nership profits to be paid to the estate 
of the decedent, the former would, in 
a sense, make a profit at the expense 
of the latter. 


The tax problems 

Consideration of tax consequences. 
Although we have previously stated, 
and have the assurance of the Supreme 
Court, that the straightforward buy-out 
agreement is a capital transaction, some 
portion of the payment of the account 
of the decedent will ordinarily be tax- 
able to him. Such portion will consist 
of undistributed partnership profits 
earned in the year of, and prior to, his 
death, together with payments at- 
tributable to his interest in “the prev- 
iously earned proportion of the unfin- 
ished partnership business transac- 
tions.” “Where the effect of the con- 
tract is that the deceased partner’s 
estate shall leave his interest in the 
business and the surviving partners 
shall acquire it by payments to the 
estate, the transaction is a sale, and 
payments made to the estate are for 
the account of the survivors. It results 
that the surviving partners are taxable 
upon firm profits and the estate is not.” 
(Bull v. U. S., 295 U.S. 247). 

Also, in order to have the income- 
tax situation desired with respect to an 
income continuation agreement, consid- 
erable care must be exercised if all 
possibility of construction as a sale is 
to be eliminated. It is very important 
that the right to share in income be not 
in payment of the partnership interest 
of the decedent, nor in lieu of that in- 
terest. Very careful wording of the 


agreement is necessary, as well as cor- 
rect substance. There have been cases 
in which partners have thought that 
they had an income continuation agree- 
ment in which the courts have held 
that the survivors were subject to the 
entire tax liability on the income of 
the partnership instead of the estate or 
legatees of the decedent sharing in that 
liability; and vice-versa. 

The importance of careful draftsman- 
ship as well as careful thought as to 
substance is well illustrated by the liti- 
gation which has recently arisen with 
respect to the accounting firm of 
Touche, Niven & Co., which has re- 
sulted in three separate cases going be- 
fore the Tax Court. (Carol F. Hall, et al, 
19 T.C. 445; Francis J. Clowes, Memo 
T.C. 12-12-32; Charles R. Whitworth, 
et al, Memo T.C. 12-12-52.) Although 
the problem involved here had to do 
with payments to a retiring partner, 
rather than to the estate of a decedent, 
the principles involved are applicable. 
Whitworth and Clowes were retiring 
partners. The firm paid them sums rep- 
resenting their capital accounts and 
their interest in profits when they re- 
tired. Such payments invoked no dis- 
pute. However, it also paid additional 
amounts based on past or future earn- 
ings. These amounts were payable an- 
nually over a six-year period. Hall, a 
continuing partner, claimed that these 
payments were distributions of profit 
deductible by the firm before figuring 
his share of partnership profits. Whit- 
worth and Clowes said they were part 
of the purchase price of their partner- 
ship interest and were taxable to them 
as capital gain. The Tax Court held 
that they were distributions of income 
deductible by the firm and taxable to 
the retiring partners as ordinary in- 
come. Upon appeal by Whitworth the 
Second Circuit upheld the Tax Court. 

It is important that the payments on 
account of the decedent be in some 
way conditional upon the income of the 
partnership. This does not mean that 
the sharing must necessarily be on the 
same basis that it was while the de- 
cedent was alive. There are a number 
of different possible formulas which 
can be used to obtain the desired re- 
sults. There should, at the least, be a 
situation in which it would not be pos- 
sible for more to be received on ac- 
count of the decedent during any year 
than the partnership income for that 
year. Also, in order that one may really 
have a continuation of the partnership, 
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with a sharing in income, and in order 
that the so-called right to share in in- 
come may not be considered as a pay- 
ment for, or in lieu of, the capital in- 
terest of the decedent, there should be 
a separate agreement providing for the 
purchase of the interest of the de- 
cedent in the physical assets together 
with anything else for which the estate 
might properly expect payment if the 
partnership were to be liquidated, e.g., 
accounts receivable, good-will, use of 
partnership name. If a partner has con- 
tributed no capital to the partnership, 
it may be expected that all payments 
will be treated as income. (“the ‘pur- 
chase’ of future income does not turn 
it into capital” (Helvering v. Smith, 
90 F(2d) 590)). Also, where a part- 
ner’s capital contribution has been 
previously returned to him, payments 
to him upon withdrawal from the part- 
nership were recently held by the 
Seventh Circuit to be income. (Whit- 
worth, supra.) However, such purchase 
of the liquidation value of the dece- 
dent’s interest should probably not 
occur until the end of the income con- 
tinuation period. It seems to make bet- 
ter sense for the estate to share in the 
profits until it has been bought out, 
rather than to first be bought out and 
then share in the profits afterwards. 
This separate buy-out agreement 
should be fully funded by life in- 
surance. 


Choice of method. The choice of 
methods and the determination of the 
amount of insurance must be left up to 
each group of partners. Each partner 
should consider himself separately as a 
survivor and as a decedent, and they 
should get together and determine 
what they consider best for themselves. 
If they decide on the buy-out method, 
they will probably decide that they 
need insurance in the amount of the 
total payment to be made to the estate 
of the decedent, resulting in no profit, 
from the income-tax viewpoint, to 
either the survivors or a decedent, and 
no income tax or other financial hard- 
ship on either after the death of the 
partner. The only cost is the premium 
cost while the partner whose interest 
is to be purchased is alive, which can 
be shown to be nominal in view of the 
benefits provided for a partner whether 
he lives or dies. 

If a group of partners decides on the 
income continuation method, then they 


will do it with the realization that the 











estate of the decedent is going to be 
subject to income tax on what is re- 
ceived under this method; and, to the 
extent that insurance proceeds are used 
to help the survivors to make such 
payments, they are going to receive 
those proceeds tax-free. 

Under an income continuation 
method, the amount of proceeds (apart 
from any proceeds devoted to purchase 
of the physical assets) should at a min- 
imum be sufficient to cover the loss in 
profits expected on account of the death 
of the Insured partner, and at a max- 
imum -should be the expected total 
amount of payments to be made to the 
estate: of the decedent. The choosing 
of stich a maximum figure would mean 
that each partner would be willing to 
have income-tax liability to his estate 
at a profit to the survivors in consid- 
eration of his expectation that if he 
were a survivor he would make a 
profit. One occasionally hears the 
thought expressed that even though 
sufficient insurance is carried to com- 
pletely fund the obligation to the de- 
cedent, one should, nevertheless, have 
an’ income continuation agreement so 
as to give the survivors the income- 
tax advantage thereof. Since no person 
knows whether he will be a survivor 
or a decedent, tax considerations alone 
would not seem to constitute an ade- 
quate basis for making this the most 
suitable choice. 


New decisions 





SECRET FAMILY PARTNERSHIP ALLOWED. 
From 1929. to 1942, the taxpayer re- 
ported income from a leather store as 
his. The Tax Court was convinced that 
_ it had been a partnership with his wife 
but kept secret because the principal 
creditor had not approved. Frank S. 
Dunlop, T.C.M. 1954-75. 


PRIOR DECISION ON PARTNERSHIP VALID- 
1ry. The Tax Court found that part- 
nership was invalid for tax purposes in 
1946. Its validity for 1944 and 1945, as 
found in a District Court proceeding, 
had been sustained by the Court. 
There being no change in the facts or 
the law, the Court follows the earlier 
case and reverses the Tax Court. 
Lunsford v. Comm., CA-5, 5/14/54. 


PARTNERSHIP FISCAL YEARS. See William- 
son, in Accounting Section, page 23. 





NEW DEVELOPMENTS IN 
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New problems in sales and use tax enforcement 


since Supreme Court’s 


THE DECISION OF THE SUPREME COURT in 
the Miller case in Maryland focuses at- 
tention on the need for a review of the 
use tax enforcement problems, Harry L. 
Say told the National Association of 
Tax Assessors at their annual meeting 
recently. Mr. Say, who is Sales Tax 
Administrator, California State Board 
of Equalization, gave us the following 
notes on his analysis of the situation. 
It is of primary importance, he says, 
to review again our use tax laws to see 
whether revision of the sections re- 
garding collection of the tax by the re- 
tailer is necessary to be able to take 
advantage of the decision of the Su- 
preme Court in the General Trading 
case in Iowa, and to avoid the re- 
strictions imposed by the opinion of the 
Supreme Court in the Miller case. 
The pertinent section of the Mary- 
land law defines certain activities as 
“engaging in business” in. Maryland 
and the Court expressed the opinion 
that the facts in the Miller case would 
not represent sufficient local activity 
to make the retailer responsible for the 
collection of the use tax. The distinc- 
tion between the Miller case and Gen- 
eral Trading case is this: In General 
Trading, the vendor regularly sent its 
representatives into the state to take 
orders. In Miller, the business was at- 
tracted only by incidental advertise- 
ments. This portends a whole new 
round of decisions, because it may be 
supposed that an occasional visitation 
by a salesman will still fall short of 
the regular, all-out solicitation that led 
to the General Trading decision. How- 
ever, this supposition of non-liability 
where only “occasional visitation by a 
salesman” of an out-of-state vendor 
occurs has apparently not been brought 
to the Supreme test but some of the 
state laws, e:g., Iowa, Kansas, include 
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Miller rule 


in the definition agent located either 
permanently or temporarily in the 
State. Perhaps the Courts will recog- 
nize temporary or intermittent solici- 
tations of orders.as sufficient local ac- 
tivity if that were a regular method of 
operation of the vendor. 

We cannot expect unanimity of opin- 
ion by taxpayers and tax administra- 
tors on what might constitute a fair 
or reasonable statute imposing the re- 
sponsibility for collection of the use tax 
on the retailer. Yet, to make the use 
tax fully effective as a complementary 
tax to the sales tax and protect local 
business, it is necessary to have pro- 
visions in the law which, to the greatest 
extent possible, will impose the re- 
sponsibility for the collection on the 
retailer. In the General Trading case 
the Supreme Court said this: “To make 
the distributor the tax collector for the 
state is a familiar and_ sanctioned 
device.” 

The California law makes the col- 
lection a responsibility of the retailer 
only where the retailer maintains a 
place of business in the state (Sec. 
6203) and the Board of Equalization 
has adopted a rule defining a place of 
business. I believe there are some other 
States which have the same restrictive 
provision, but Iowa, Georgia, Alabama, 
and Maryland, for example, have much 
broader statutes. Five justices of the 
Supreme Court were of the opinion 
that the Maryland statute was so broad 
as to exceed the authority of the State 
in attempting to tax a Delaware vendor 
delivering property into Maryland ia 
his own trucks, but only two justices 
dissented in the opinion of the court 
on the Iowa law in the General Trad- 
ing case. The Iowa statute may be the 
limit to which the courts will go in 
approving this collection device. 
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Enforcement of the use tax has two 
aspects: (1) transactions on which the 
vendor is required to be the tax col- 
lector, and. (2) transactions on which 
we must look to the purchaser for pay- 
ment of the tax. 


Collection by vendor. I think we should 
recognize that the collection of the 
use tax by the out-of-state: vendor is 
a substantial burden, and while we are 
generally desirous of concentrating the 
collection of the tax in the hands of the 
smallest number of responsible per- 
sons, we could ease that burden, at 
least to some extent, by adopting a 
uniform statute. In considering a uni- 
form statute, we should keep in mind 
that the Iowa'statute was upheld but 
the Maryland statute was not. Perhaps 
language which .will incorporate the 
section’ of the Iowa law; and descrip- 
tion of additional methods of operation 
of a vendor, which would seem to con- 
stitute sufficient local activity, could be 
recommended by a committee of The 
National Association of Tax Assessors 
for general adoption by the states. I 
would advocate the adoption of such a 
uniform statute, one which is broadly 
written to include out-of-state vendors 
to the full extent permitted under the 
decisions of the Supreme Court. I 
think that is the most effective step 
that can be taken in the general en- 
forcement of a use tax. 

Collection by purchaser. The second 
part of the problem is the collection of 
the tax on the transactions made by 
others who are not within the juris- 
diction of the particular state. 


1. Voluntary registration. I believe all 
or most of the states have provisions 
for accepting voluntary registration for 
sellers to collect the use tax. This is 
very often a real benefit to the seller 
in promoting his sales and retaining 
the goodwill of customers‘and substan- 
tial results are obtained by some states 
in calling this to the attention of sellers. 
In California we have recently de- 
veloped. form letters which we send to 
unregistered out-of-state sellers ex- 
plaining the general application of our 
law and the advantages of voluntarily 
registering for the collection of the 
use tax. These letters have been quite 
effective in achieving this purpose and, 
judging from the replies, have been at 
least well received even though the 
decision to register was in the negative. 
2; Information. returns by, solicitors. 


The benefit of information returns is 
twofold: 

a. Provide detailed information on 

purchases by consumers so that bill- 
ings for the tax can be made against 
the consumers neglecting to file re- 
turns, and, 
. b. In a number of instances vendors 
find it preferable to voluntarily accept 
the responsibility for the collection of 
the tax rather than subject their solici- 
tors to the requirement that they file 
information returns. Section 7055 of 
our law is broadly written and permits 
our Board to require the filing of re- 
turns by any person having “. : . infor- 
mation relating to sales of tangible per- 
sonal property, the storage, use, or 
other consumption of which. is subject 
to the tax.” We are therefore not lim- 
ited to obtaining such information from 
solicitors alone but can secure it on 
regularly filed reports from transporta- 
tion companies, warehouse operators 
and others who have knowledge of the 
receipt of property in our state from 
an out-of-state source. 

3. I believe another aid in adminis- 
tration and a practical solution to the 
problem of tax due on small items is a 
minimum amount of purchases made 
in any one reporting period. The indi- 
vidual who is occasionally purchasing 
property from out-of-state vendors not 
registered to collect the tax incurs a 
liability of which he is usually not 
aware. An administrative effort to col- 
lect small amounts is costly and time- 
consuming. I would recommend that 
use tax statutes contain a provision for 
the exemption of purchases which in 
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$100 for any one calendar quarterly 
period. I think any loss in revenue that 
might result would be offset by re- 
duced administrative costs. 

The problem of collecting the tax 
under circumstances present in the 
Miller case in Maryland is certainly 
not easy of solution. The problem is not 
nearly so acute in California as in 
Maryland or Georgia or other states 
having heavily populated areas on 
their borders and where the neighbor- 
ing states do not impose a like tax. 
Where the vendor in neighboring Stat 
B cannot be held liable for the col- 
lection of the tax on sales to residents 
of State A, it would seem that the best, 
and possibly the only, means of ob- 
taining the tax would be those which 
I have previously discussed, or varia- 
tions of them, namely: 

1. The requirement that information 
returns be filed by persons delivering 
property into the state, or by others 
possessing information relating to sales 
taxable in State A. 

2. Continuous effort made to ob- 
tain the voluntary registration of the 
out-of-state seller. : 

3. Adoption of a minimum amount 
subject to use tax reporting by a con- 
sumer in any one reporting period. 

With a broadly written section im- 
posing the tax collection responsibility 
on the vendor to the extent possible, 
and the use of the methods mentioned 
for enforcement against the consumer, 
together with an active program 
among the use tax states for the ex- 
change of information, there should be 
a minimum loss of revenue under any 





the aggregate do not equal or exceed use tax law. —oO- 
“Doing business” for use-tax purposes 
THERE IS QUITE A VARIETY of definitions in the use tax laws making the 
vendor the tax collector. To mention only a few, the statutes provide: 
Law 
State Section Title or Description of Section 

Maryland .60 “Engaged in business in this state.” 

Iowa 423.6 “Retailer maintaining a place of business in ~ 
the state.” 

Georgia 4.40 “Person having in-state branch—status as 
‘dealer’ ”. 

Georgia 4.47 “Catalogue sales and sales by representatives 
and advertising.” (Note— Added effective 
2-25-53) 

Kansas 79-3702(g) “Retailer maintaining a place of business in the 
state.” (Note — Kansas law is titled “Com- 
pensating Tax.’’) 

Alabama 790 “Retail sellers to register and give information.” 

California 6203 “Collection by retailer maintaining a place of 
business.” 























New decisions on doing business 


within the state are in conflict 


RECENT DECISIONS on the question of 
“doing business” have not helped in 
laying down standard rules on this 
highly controversial question. The 
United States Supreme Court on April 
5, 1954 in the case of Railway Express 
Agency, Inc. v. Commonwealth of Vir- 
ginia held that annual license tax for 
the privilege of doing business in the 
state measured by apportioned gross 
receipts cannot be applied to an ex- 
press company doing exclusively inter- 
state business. 


Common carrier. Despite this decision, 
the Louisiana Civil District Court, 
Parish of Orleans, in the case of Fonte- 
not v. John I. Hay Company took the 
position that a common carrier was 
doing business in the state even though 
the business is not interstate com- 
merce and therefore subject to the in- 
come tax. 

The facts in that case were not too 
different from the Virginia case. In the 
Louisiana case the common carrier, 
operating on inland water, employed 
“counters” at various places in Louis- 
iana and also maintained an office in 
the City of New Orleans which handled 
the details in connection with the 
movement of interstate commerce. The 
Louisiana Court contends that the 
common carrier derives income from 
sources within the state in a manner 
which confers jurisdiction upon the 
state thereby permitting the state t» 
collect income tax on the carrier’s in- 
come from Louisiana sources. The 
Court further holds that the tax does 
not infringe upon or put a burden upon 
interstate commerce for the reason that 
it is a tax upon the net income at- 
tributable to operations in Louisiana, 
and if the carrier has no net income 
attributable to operations in Louis- 
iana, no tax will be due. 


Individual sales agent. The California 
District Court of Appeals on December 
31, 1953, rehearing denied January 25, 
1954, in the case of Jetter v. Austin 
Trailer Equipment Co. holds that so- 
licitation of business in the state 
through an individual sales agent on 
behalf of a foreign corporation result- 


ing in a flow of the corporation’s prod- 
ucts into California constitutes “doing 
business.” 


Right to use courts. The Mississippi 
Supreme Court on May 3, 1954 in the 
case of J. R. Watkins Company v. 
Flynt, et al. holds that a foreign cor- 
poration not qualified to do business in 
the state of Mississippi and having no 
resident agent for the service of process 
but selling merchandise through a local 
dealer is not doing business to the ex- 
tent of being barred from having re- 
course to the courts of the state. 


Advice to dealers. In the Thomas v. 
Hudson Sales Corporation, the Mary- 
land Court of Appeals on May 20, 1954 
holds that a foreign corporation is 
doing business when it has a resident 
local representative who advises deal- 
ers on sales promotion and a resident 
parts service man; although the dealers 
are local the foreign corporation ef- 
fectively control their activities through 
its power to withdraw their franchises. 


Renting equipment. The Mississippi 
Supreme Court on March 22, 1954 in 
the case of Stone v. Stapling Machines 
Co. ruled that such company is doing 
business in the state when it rents or 
leases tangible personal property. Such 
rentals are construed to be rents rather 
than royalties which would be exempt. 


Five Arkansas decisions 
follow Miller rule 


THE MOST IMPORTANT STATE court de- 
cisions rendered on sales and use tax 
since the United States Supreme Court 
ruled in the Miller case are the five de- 
cisions rendered May 24, 1954 by the 
Arkansas Supreme Court. 

In Miller the Supreme Court held 
that delivery of merchandise into a 
state was not enough to give the state 
authority to make the out-of-state 
seller collect its use tax. In two cases, 
namely, Thompson v. Rhodes-Jennings 
Furniture Co. and Thompson v. Leo 
Kahn Furniture Co., the Arkansas Su- 
preme Court ruled in accordance with 
this principle. However, in three other 
instances they held that solicitation by 
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a salesman or maintenance of a sales 
room will bring tax liability. 

In Thompson v. Branyan & Peterson, 
Inc. and Thompson v. Williams, the 
Arkansas Court required collection of 
the Arkansas use tax by companies 
with salesmen in the state who so- 
licited orders although such orders 
were filled directly from the out-of- 
state place of business. 

In Thompson v. Fred J. Vandemark 
Co. a salesman was employed in the 
state, an Arkansas resident maintained 
a salesroom and made service calls on 
behalf of the out-of-state seller. —o— 


Michigan Supreme Court says 
Federal Reserve is taxable 


THE MICHIGAN SUPREME COURT on June 
7, 1954 ruled (Federal Reserve Bank of 
Chicago v. the Department of Revenue) 
that retailers are required to collect 
the sales tax from a Federal Reserve 
Bank for the reason that the Bank was 
not one of the defined instrumentalities 
of the Federal Government. The Mich- 
igan sales tax is a tax on the retailer 
not on the purchaser, and therefore it 
is the retailer who must pay the tax 
since such sales do not come within 
the definition of “exemptions.” —o— 


Kentucky allowed to use 
federal interpretations 


THE KENTUCKY DEPARTMENT OF REVENUE 
is permitted under the state income tax 
law to apply as far as practicable the 
administrative and judicial interpreta- 
tions of the Federal income tax law, 
but only in those cases where the same 
or similar situations arise under the 
state law or where the provisions of 
the Federal and state law are similar. 
This therefore does not mean that de- 
ductions allowable under the Federal 
law and not mentioned in the state law 
are allowable simply because the state 
law does not provide for these deduc- 
tions. This decision: The Kentucky 
Court of Appeals, May 7, 1954, in Ken- 
tucky ex rel. Allphin v. Borders. —o— 


Is a house trailer real estate? 

A TRAILER IS PERSONAL PROPERTY, says 
the Kentucky Attorney General, even 
though it is moved upon land not owned 
by the trailer owner and even though 
it is lived in by the trailer owner. It 
must, therefore, be assessed against 
the trailer owner and not against the 
owner of the land. It is interesting to 
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note that under the New York tax law 
a trailer is considered real estate. Un- 
der the provisions of Chapter 726 of 
the New York tax law approved and 
effective April 15, 1954, house or office 
trailers are taxable as real estate to 
the owners of the real property on 
which they are located unless they are 
empty and for sale or have been in a 
tax district for less than sixty days. 
—o— 


New Jersey may drop 
personal property tax 


New JERSEY is considering abolition of 
personal property tax. Several alterna- 
tives are being proposed. 

Governor Robert B. Meyner of New 
Jersey transmitted to the legislature on 
April 26, 1954 a supplemental budget 
message indicating the need for ad- 
ditional revenue of $68 million. Several 
proposals were offered by the Gov- 
ernor as a means to accomplish that 
end. The legislature enacted the fol- 
lowing increases: a) an increase in the 
franchise tax rate from .8 mills to 2 
mills; b) an increase in the gasoline 
tax rate from 3c to 4c. It is expected, 
of course, that the Governor will sign 
these measures. 

It is interesting to note that there 
was introduced in the legislature S.B. 
297 providing for a “fair share business 
tax” somewhat modeled on Michigan 
business receipts tax. Under this pro- 
posal, a rate of 4 mills on all adjusted 
receipts above the first $10,000 would 
be imposed with an allocation formula 
for attributing adjusted receipts to New 
Jersey. All gross receipts less taxes 
paid and amounts paid to another busi- 
ness subject to the tax would be in- 
cluded in the definition of adjusted 


receipts. —— 


Four new changes in 
Mass. business taxes 


“MaAcHINERY used on the conduct of 
the business” would be not deemed to 
include any personal property directly 
used in the receipt, storage or ship- 
ment of goods or in the air condition- 
ing of premises or in any purchasing, 
selling, accounting or administrative 
function, according to H.B. 2743 ef- 
fective January 1, 1954. 


Goops sToreD in licensed public ware- 
houses by nonresidents will be exempt 
from personal property tax under 


Chapter 459 amending Section 2, Chap- 
ter 59, of the Massachusetts Law ef- 
fective August 19, 1954. This is re- 
ferred to as the “free port law” and af- 
fects the personal property of a person 
having neither his domicile nor a place 
of business in Massachusetts, which 
personal property is brought into the 
Commonwealth and forthwith stored in 
the original package in a licensed pub- 
lic storage warehouse. Under this pro- 
vision, such personal property is 
deemed to be intransit. The neighbor- 
ing state of Connecticut grants a simi- 
lar exemption. 


THE MASSACHUSETTS STOCK transfer tax 
of 2c per $100 on stock transfers has 
been repealed effective May 1, 1954. 
Refunds on unused stamps may be 
made by application prior to Novem- 
ber 1, 1954. 


ANNUAL INFORMATION returns must be 
filed on the same basis as is required 
for Federal income tax purposes, under 
H.B. 106, approved May 6, 1954 ef- 
fective with returns beginning in 1955. 
Prior to this change only amounts paid 
to employees who received more than 
$2,000 was required to be reported. -o- 


Urge curb U. S. encroachment 
on state revenue sources 


A PLAN TO KEEP THE FEDERAL GOVERN- 
MENT from encroaching on tax sources 
and powers which are considered to 
belong to the several states has been 
made by the Chamber of Commerce 
of the United States with a view to 
permitting the states to retain an esti- 
mated total of $1.4 billion which is now 
going into the Federal treasury. A 
recommendation is contained in a 36 
page pamphlet “Federal Grants-in-aid 
Program” which was prepared by the 
Chamber’s Economic Research De- 
partment. 

The Chamber recommends that fed- 
eral taxes amounting to $1.9 billion 
now collected by the federal govern- 
ment would be eliminated. These are 
taxes on admissions, club dues, tele- 
phone, coin-operated devices, bowling 
alleys and pool tables, unemployment, 
estate and gift taxes. 

The Chamber would also give back 
to the states power to exercise certain 
welfare and educational functions and 
would eliminate $1.7 billion in federal 
grants and aid which now enable the 
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federal government to control these 
functions. Items included are public 
assistance, maternal and child services, 
colleges for agriculture on mechanical 
arts, vocational training, unemployment 
and school lunches. 

The purpose of the Chamber’s rec- 
ommendation is to halt the drift toward 
big government. “Congress must be 
freed from the time-consuming concern 
with these governmental functions”, 
says the report, “which can be per- 
formed by states and local communi- 
ties. Even more important is the need 
to halt a trend toward centralization of 
government that eventually would 
override all the state, local and indi- 
vidual rights on which democracy is 
based.” --O— 


New administrative releases 
Alabama. For the purpose of sales and 
use tax, “paper bags” are redefined to 
mean and include bags made of paper 
and like materials, including cello- 
phane, used by merchants or service 
establishments in the operation of their 
businesses. Such bags are exempted 
from the sales and use tax under a re- 
vision of B(1)-051. 


California. The Franchise Tax Board 
has ordered a survey to be made by its 
Executive Officer of the present prop- 
erty factor used in its formula for com- 
puting franchise and income taxes. The 
purpose is to liberalize the property 
factor so that new large investments in 
California plants will not result in a 
California tax basis greater than the 
nationwide investment of the corpora- 
tion. (Release of Chairman, Franchise 
Tax Board — May 20, 1954) 


Indiana. Sellers of natural gas having 
no business location in Indiana who 
own gas outside of the state which they 
transport into Indiana in pipe lines in 
uninterrupted flow and deliver directly 
to the purchasers are not subject to 
gross income tax from the income from 
such sales since it is derived from in- 
terstate commerce. (Information to 
Personnel No. 54-7, June 1, 1954) 


Ohio. The state of Ohio has no power 
to tax or regulate the importation of 
spirituous liquors into Federal military 
reservations. The exclusive jurisdiction 
over which has been ceded to the 
United States. (Opinion of Attorney 
General, May 11, 1954) —o-- 
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Responsibility of tax advisor in signing 


returns: civil & criminal penalties 


ANY PERSON PREPARING A TAX RETURN 
may incur liability to his client and 
may become criminally liable to the 
government, Samuel W. Eskew said in 
Cincinnati recently, at the annual 
meeting of The Ohio Society of CPAs. 
Mr. Eskew, who is a CPA and an at- 
torney and a former vice-president of 
the American Institute of Accountants, 
outlined the legal climate surrounding 
a charge of negligence in tax work. 

Suppose a client comes into your 
office, he said, and asks you to prepare 
his tax returns. Because you are a 
public practitioner it is obviously im- 
plied that you will be paid for the 
services rendered. This simple arrange- 
ment constitutes a contract between 
you and your client and as such is 
subject to all of the duties and re- 
sponsibilities attaching to any other 
type of contract. 

You can become liable to the client 
for negligence in the preparation of 
the return. When you enter into this 
contract with your client, you are 
charged with the responsibility of exer- 
_ eising reasonable care and skill in the 
preparation of the return. If you fail to 
exercise such skill and reasonable care, 
you may be sued by your client for 
damages which he may have sustained 
as a result of your carelessness or 
negligence. It is immaterial what sort 
of error may have been made in the 
preparation of the return. 

If negligence is proven, an error of 
exactly the same type may result in an 
entirely different amount of damages. 
Should the error be an understatement 
of income, your client will sustain a 
loss of the interest which he is re- 
quired to pay on a deficiency. Should 
you overstate his income by the same 
amount, and the statute of limitations 


runs out before the error is disclosed, 
he has lost the overpaid tax. 

Of course it can hardly be contended 
that tax practitioners never make mis- 
takes. We must assume that these 
errors just have not reached the courts. 

In the case of Edward H. Clark vs. 
Commissioner 40BTA333, the taxpayer 
retained the services of an experienced 
tax counsel to prepare the necessary 
federal income tax return or returns, 
for himself and wife. Counsel prepared 
a joint return and advised the client 
that such a return would result in less 
tax than the filing of separate returns. 
On subsequent examination of the re- 
turn the Internal Revenue Service 
assessed a deficiency of about $32,000 
against the taxpayers. Tax counsel was 
consulted, and it developed that had 
separate returns been filed the defi- 
ciency, after other adjustments of in- 
come, would have been approximately 
$20,000 less than that asserted. Tax 
counsel paid the $20,000 to the client. 

This case was before the board on 
the question of whether or not the 
$20,000 paid to the taxpayer by counsel 
was taxable income. The board held 
that this was not taxable income, but 
was the recoupment of a loss due to 
the negligence of the taxpayers’ tax 
counsel. 


Liability for incorrect entry 

In another case accountants had been 
engaged to set up tax books, prepare 
tax returns and give tax advice to a 
client. In setting up the books the 
accountants inadvertently recorded cer- 
tain stock at an incorrect cost and upon 
its sale at the client’s own initiative it 
appeared that a large profit had been 
realized. Thereupon, the accountants 
advised the sale of other securities at a 


loss to offset the apparent profit on the 
first sale. 

It later developed that instead of 
realizing a gain on the first sale, a large 
loss had actually resulted. The tax- 
payer claimed as damages the difference 
between the market value of the se- 
curities, sold on advice of accountants, 
at the time sold, and the market value 
of the same securities at the time the 
client learned that the loss sale was 
ill advised. 

The entire controversy was on the 
question of the amount of damages. 
The lower court held that the client 
suffered no damages. However, on 
appeal it was held that the amount of 
damages was the difference between 
the market price of the securities when 
sold, and the market price a reasonable 
time after the expiration of thirty days 
—the period of time after which the 
client could have repurchased the 
identical securities without losing the 
benefit of the tax loss. 

Thus we have two cases remotely 
bearing upon the tax practitioner’s lia- 
bility, although in neither case was the 
issue of liability itself raised. 

The question arises as to what steps 
the tax practitioner can take to min- 
imize the possibility of becoming liable 





in the preparation of tax returns. You | 


should, of course, come to a complete 
mutual understanding with the client 
as to the nature and scope of the work 
which you undertake to do. Should you 
prepare a return based entirely upon 
the information submitted by the client, 
he should understand definitely that 
this is the basis for the preparation 
of the return. 


You should know what you want 
It is also important that you ask all 
questions and request such data as you 
feel would have a bearing upon a 
proper return. You, of course, are pre- 
sumed to know the requirements for 
the preparation of a return, and it 
might denote incompetence if you ac- 
cept without question figures and facts 
which did not seem to you to cover 
fully the necessary data for the return. 
It is also important that you keep a 
full and comprehensive record of the 
source of the information and data 
from which you prepare the return. 
The code provides that the willful 
assistance in the preparation of a false 
or fraudulent return constitutes a fel- 
ony. Another federal law provides that 
the willful preparation of a return 
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which the preparer does not believe to 
be true and correct will subject him 
upon conviction to a maximum penalty 
of $2,000 fine and five years’ imprison- 
ment. In this connection you are fa- 
miliar with the declaration which you 
are required to sign on federal income 
tax returns. That declaration states 
that you declare “under the penalties 
of perjury” the return is true and cor- 
rect to the best of your knowledge and 
belief. 

Of course these penal provisions of 
the code are frightening in their im- 
plication. It should be remembered, 
however, that no error of carelessness, 
negligence, ineptness or the like will 
result in the imposition of the criminal 
penalties. There must be a willful in- 
tent to commit fraud or perjury, and 
the burden of proof is always on the 
government. 

Again the question arises as to what 
steps might be taken by you to min- 
imize the possibility of becoming crim- 
inally liable. My advice is not to under- 
take the preparation of a return if you 
have reasonable doubt of the accuracy 
of the information presented to you. 
You should know your client before 
you undertake to prepare an income 
tax return for him. 

To summarize briefly it might be 
said that under existing precedents a 
tax practitioner will be liable to his 
own client for negligent performance 
of his work, but will not be held legally 
accountable, in the absence of statute, 
to third parties for negligence. He owes 
a legal duty to third parties only to 
refrain from willful or reckless conduct. 
However, because negligent work may 
be the basis for a cause of action in 
fraud, and the existence of stringent 
federal securities legislation, it is un- 
wise for the tax man to adopt a policy 
which does not assume that such a risk 


is present. —_— 


Opposition develops to court 


review of Section 722 cases 

OpPosITION TO HR 984, WHICH would per- 
mit review by the courts of appeal of 
Tax Court decisions in Section 722 
cases, is developing in the House of 
Representatives, apparently largely in 
the Ways and Means Committee. Rep- 
resentatives of the Bar Association, the 
Treasury and others had recommended 
the passage of the Bill, but opposition 
seems to grow from the fact that in- 


justice would be worked upon those 
taxpayers who had not taken their 
cases to the Tax Court. Any person 
who settled an excess profits tax case 
elsewhere than in the Tax Court would 
thus be deprived of this court review. 
Opposition seems to stem from the 
fact that there are relatively few World 
War II EPT cases still open, and it 
would be unfair to provide this court 
review where the great bulk of cases 
have been settled by the Excess Profits 
Tax Council or the Tax Court, without 
the privilege of appellate court review. 
—o— 


President Eisenhower praises 


Commissioner Andrews 

RuMoORS HAVE BEEN HEARD in recent 
weeks that Commissioner of Internal 
Revenue T. Coleman Andrews would 
resign his post before the end of this 
administration’s term of office. One re- 
port is that Mr. Andrews has stated 
that he thought it quite possible that 
the reorganization of the Internal Rev- 
enue Service could be accomplished 
more speedily han the full term of Mr. 
Eisenhower’s administration, and that 
the refurbishing of the Service in a 
lesser time might make it possible for 
Mr. Andrews to resign. Still another 
story is that some people in the admin- 
istration were unhappy with Andrews’ 
handling of the windfall profits in gov- 
ernment-financed housing. 

Reporters asked the President at his 
press conference whether Mr. Andrews 
was going to leave his job as Commis- 
sioner. The President replied that his 
own contacts with Mr. Andrews had 
been very satisfactory and cordial and 
that he had every reason to believe 
that Mr. Andrews was doing a very 
good job. No one had suggested or 
recommended to him that it was de- 
sired that Mr. Andrews leave. Further- 
more, said the President, Secretary 
Humphreys has never expressed any 
slight feeling of dissatisfaction with 
Mr. Andrews and that contarywise, 
the Secretary has often spoken of his 
extreme satisfaction with Mr. Andrews’ 
work in the Revenue Service. 


Hearing procedures prevent 


adequate taxpayer testimony 

THE GREAT ANXITY OF TAXPAYERS and 
their representatives to present testi- 
mony on the new tax bill before the 
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Senate Finance Committee may be ex- 
plained in part by the legislative sys- 
tem which prevents adequate specific 
recommendations on new legislation to 
the House Ways and Means Committee 
before the bill has passed the House. 
David W. Richmond, of Miller & Chev- 
alier, Washington, D. C., says that as a 
practical matter, the Ways and Means 
Committee often begins hearings on 
major revenue revisions before a bill 
has been drafted. This is undesirable 
from the standpoint of the proponents 
of particular provisions, because mem- 
bers of the Committee have no bill 
before them to which specific comments 
can be addressed. It is even worse for 
the opponents of a proposal, for they 
are really shooting in the dark. 
Nevertheless, in recent years, this 
has been the accepted practice and is 
not likely to change. For example, the 
House Ways and Means Committee 
hearings looking toward a general rev- 
enue revision, heard a parade of wit- 
nesses on specific shortcomings of the 
present Internal Revenue Code. All this 
happened before a bill was introduced 
to remedy any shortcomings, and some 
of the remedies proposed are not easily 
recognized when they finally turn up 
in the bill. This method of procedure 
emphasizes the importance of the work 
of the Senate Finance Committee on a 
revenue bill because frequently that is 
the only opportunity the taxpayer’s 
representatives have to be heard on a 
particular provision which is befare 
the members of Congress in black and 
white. 


Effective tax procedures * 


Who shall say what is 


“alimony”, state law or IRC? 
JUDGE GOUDMAN refused to be influenced 
by a lot of legalistic talk in deciding 
the Civeili case, to the general effect 
that the Internal Revenue Code looks 
to the substance of an alimony ar- 
rangement and not to its language, 
especially when that language is the 
product of state law. While this case 
is not significant of itself in changing 
relationships between income tax lia- 
bility and state law, it does neverthe- 
less strengthen the recent line of cases 
which has tended to separate from the 
local influence of state laws the federal 
taxing power and the various processes 
operating thereunder. 

The present case, handed down on 








30 ° 


March 29th, in the U. S. District Court 
for Northern California, finds payments 
made after the divorced wife’s remar- 
riage are alimony, and hence deducti- 
ble, even though the language of the 
California law prevents “alimony pay- 
ments after remarriage.” Judge Good- 
man, after having made reference to 
the legislative history, says, “It is 
obvious that the title ‘Alimony and 
Separate Maintenance Payments’ was 
employed in the Revenue Act of 1942 
merely as a shorthand description of 
the general subject. matter of the new 
section.” 

This is the sort of thing that dis- 
courages too great strain on the 
language, and a good thing it is, too. 
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New system urged to stop 
influence peddling 

AMONG THE MORE PUNGENT suggestions 
made to the Senate Finance Commit- 
tee in connection with HR 8300 was a 
letter from Howe P. Cochran, a Wash- 
ington, D.C. attorney with something 
of a reputation for his sprightly literary 
ability. He wrote the Committee of 
April 21 in this vein. 

GENTLEMEN: Pursuant to your invi- 
tation contained in your telegram of 
April 21, 1954, I respectfully submit the 
following in connection with your hear- 
ings on the new revenue law: 

I am a lawyer with accounting ex- 
perience and have. been engaged in 
Federal tax work for 35 years. I have 
lectured on the subject of taxation for 
the American Bar Association, the 
Practicing Law Institute, the American 
Law Institute, and various universities. 
I have written several: books: on tax 
practice, one of them for the American 
Bar Association Practicing Law Insti- 
tute. I do not appear before you rep- 
resenting anyone except myself, and I 
appear without ulterior motive, solely 
in discharge of what I deem to be my 
public duty. In this regard I think I 
differ from almost all your witnesses, 
for most of them have axes to grind; 
and it is sometimes doubtful as to 
whether they are grinding in the public 
interest or in the interest of their 
clients. 

I am advocating that something be 
done to eliminate influence peddling 
and other improper devices in tax set- 
tlements. 

For reasons that it is hard to under- 
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stand, there has been, over the past few 
years, a general wearing out or tearing 
of the moral fiber. The tax-collecting 
service of the United States, which 
from the beginning has been singularly 
free from corruption, sustained its 
share of the moral collapse. It is not 
necessary to elaborate on this matter, 
for the facts are well known now. Per- 
haps the least said about them the 
better, for every investigation has had 
to be stopped before it was completed 
because of the important people who 
became involved. 

Influence settlements can be cured 
easily, and it is the cure that I am 
suggesting. 

If the present law dealt fearlessly 
with them, all that need be done would 
be the following: 

(a) Every person who appeared be- 
fore any Government official in regard 
to a tax case (whether he appeared in 
the Government office, a nightclub, a 
social gathering, or a ball game or race- 
track) should be required to present a 
power of attorney recorded with the 
Treasury Department and stating, 
among other things, how he came to 
represent this taxpayer (including how 
he met him and the conditions under 
which he met him) and the amount of 
his fee. All of this should be under 
oath and subject to the rules of perjury. 

(b) Every public official, including 
Representatives and Senators and in- 
cluding their families, their in-laws, 
and their secretaries, should be re- 
quired, upon approaching any person 
in the Federal taxing service in con- 
nection with any tax matter, to state 
under oath how they met the interested 
party, why they interested themselves 
in the case, the amount of the fee they 
expect to get out of it (whether paid 
to them directly or to a nominee), and 
that, in the cases of elective office- 
holders and their staffs, the interested 
parties are constituents. All of this 
should be under oath, subject to the 
rules of perjury. 0 


60,000 rulings issued by 
IRS during fiscal 1953 


THE COMMISSIONER IN HIS ANNUAL RE- 
port for fiscal 1953 reveals that there 
were 60,138 rulings and advisory opin- 
ions issued during the year to tax- 
payers and to district directors’ offices. 
In connection with issuance of these 


rulings 10,518 conferences. were held 
between taxpayers or their representa- 
tives and IRS staff. 

A survey during the fiscal year dis- 
closed that the period of time required 
to process requests for rulings in the 
several branches varied from 18 to 71 
days. To speed up service on rulings 
requests, authority was delegated to 
branch chiefs and division directors to 
take final action on matters within 
their jurisdiction. In addition, overtime 
work was authorized for the month of 
June 1953 to reduce the backlog of 
pending requests for rulings and to in- 
crease the rate of processing these re- 
quests. In contrast with the average of 
approximately 4,700 ruling requests 
which were processed during the pre- 
ceding 5 months, there were over 5,800 
requests processed during June 1953. 


The Tax Court is 


tough on taxpayers 
THE TAX COURT’S REPUTATION for being 
tough on taxpayers is born out by its 
record of decisions last year. For fiscal 
1953, the Tax Court decided 960 cases 
on merits. Of these, in 379 cases the 
Commissioner was wholly sustained; 
in 413 cases the Commissioner was 
partly sustained; and in 168 cases the 
Commissioner was reversed. 

Also during this year, the Commis- 
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cisions and did not acquiesce in 50 ad- 
verse decisions. —o— 


College training planned for 


internal revenue agents 
THE INTERNAL REVENUE SERVICE IS INVIT- 
inc bids from recognized universities 
to provide schooling in accounting, law, 
economics and other related subjects 
to one hundred federal tax agents. It is 
proposed that a school be selected on 
the basis of recognized professional 
standing in the fields concerned, qual- 
ity of faculty, adequate facilities in- 
cluding dormitory and_ instructional 
resources, location, and experience in 
the several specialized fields to be 
taught. It is presently proposed that 
the course last for one semester. 

The Commissioner has said that the 
purpose of this educational program is 
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to “broaden the training of internal 
revenue agents by providing them with 
the knowledge and thinking of leaders 
of the academic, professional and busi- 
ness worlds”, so that agents may bring 
to the service of the taxpayer the 
highest caliber of technical and profes- 
sional proficiency. —-0-- 


New decisions 





ADMISSION AGAINST INTEREST. Taxpay- 
er’s affidavit of average markup prop- 
erly admitted in evidence in Tax Court. 
No objection was made at that time and 
it cannot be challenged on appeal. 
Fuller v. Comm., CA-10, 4/29/54. 


LIEN ON INSURANCE PROCEEDS. District 
Court is affirmed in permitting fore- 
closure of government’s lien for unpaid 
taxes on cash surrender value of in- 
surance on tax debtor’s life. After 
assessment, the debtor had requested 
company to make his wife irrevocable 
beneficiery; she had been the revocable 
beneficiary before. Knox v. U.S., CA-6, 
4/14/54, 


5-YEAR STATUTE INAPPLICABLE IF GROSS 
Is DISCLOSED: The taxpayer kept its 
books on’ the accrual basis but filed re- 
turns on a cash basis. A schedule at- 
tached to the’ return computed gross 
income by deducting the year-end re- 
ceivables and, in so doing, disclosed 
the proper gross income on an accrual 
basis. The Court holds that it did not 
“omit gross income”, it merely im- 
properly deducted the year-end re- 
ceivables therefrom. The Tax Court, in 
finding 25% of gross income omitted, 
was in error. Deakman-Wells Co. v. 
Comm., CA-3, 6/8/54. 


COMMENCEMENT OF LIMITATION PERIOD. 
The taxpayer kept its books on the cal- 
endar basis but incorrectly filed returns 
on a November 30 year. For the pur- 
pose of determining whether assess- 
ments on a calendar basis were timely 
made, the Court says the statute runs 
from the filing of the return including 
the December data of each year since 
at that time the Commissioner has the 
full facts. 

The Statute of Limitations was not 
suspended by’ the assessment of de- 
ficiencies improperly computed on a 
fiscal basis. Atlas Oil and Refining 


Company, 22 TC No. 70. 


U. S. WITHHOLDING STATE INCOME TAX. 
Federal agencies will withhold Ken- 
tucky and Arizona income tax from 
their employees whose places of em- 
ployment are in the state. Rev. Rul. 
54-226. 


TRANSFEREE LIABILITY — Acquiescence— 
Although stockholders in a California 
corporation can be held liable under 
State law for debts of the corporation, 
they are not thereby rendered trans- 
ferees of the corporation and cannot be 
held liable for Federal income taxes of 
the corporation under the transferee 
liability provisions of the Code. Gra- 
ham, 26 BTA 301, Acq. IRB 1954-25. 


ISSUE RAISED FIRST IN TAX COURT. Since 
an assessment for the year ended 4/30/ 
47 was not timely and was therefore 
not sustained by the Tax Court, the 
Commissioner was not permitted to 
assert before the Tax Court additional 
deficiency for that year, based on dis- 
allowance of a carryback from the 
succeeding year. If the year ended 
April 30, 1947 had been open and 
timely assessment on another issue 
made, then the Tax Court would have 
had authority to increase the deficiency 
on account of the disallowed carryback, 
even though the carryback issue had 
not been raised in the deficiency notice. 
Deakman-Wells Co. v. Comm., CA-3, 
6/8/54. : 


REVIEW OF TAX couRT. Second Circuit 
affirms Tax Court in basis case turn- 
ing on who was transferor and what 
was the value of the property trans- 
ferred. Taxpayer’s evidence was too in- 
conclusive to show Tax Court was in 
error. Ticket Office Equipment Co. v. 
Comm., CA-2, 6/4/54. 


TAX COURT JURISDICTION WHEN TAX IS 
pap. The Tax Court properly held it 
had no jurisdiction when on the date 
the notice of deficiency was mailed to 
the taxpayer, the tax had already been 
paid. The funds had been deposited in 
a suspense account and overlooked by 
the Commissioner. Bendheim v. Comm., 
CA-2, 6/9/54. 


TAX COURT HEARING WITHOUT COUNSEL. 
Circuit Court holds that taxpayer is 
not entitled to another hearing merely 
because the taxpayer refused counsel. 
The Tax Court had rendered the tax- 
payer considerable aid. Rushing v. 
Comm., CA-5, 6/23/54. 
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QUESTION OF YEAR OF SALE FOR JURY. 
The Circuit Court reverses District 
Court and remands for a new trial the 
question whether proceeds of sale of 
wheat are income in 1947 when agree- 
ment to sell was made or 1948 when 
proceeds were received. After hearing 
the testimony of the taxpayer-seller 
and the buyer, the Court directed a 
verdict for the taxpayer. The Circuit 
Court points out that the burden of 
proof was on the taxpayer and the 
credibility of his testimony was for the 
jury. Kaspar v. Bank, CA-8, 6/29/54. 


Effective tax procedures * 


MOoTIVE FOR REDEMPTION OF STOCK PROP- 
ER QUESTION FOR JuRY. A jury had found 
that redemption of the taxpayer’s stock 
was not taxable as a dividend. The 
government’s appeal was based on the 
contention that on the agreed facts it 
was entitled to a directed verdict, there 
being no issue which could be properly 
submitted to a jury. The Circuit Court 
reviewed the case law and concluded 
that when,-as here, the stockholder is 
practically the sole owner of the cor- 
poration, a redemption is always equiv- 
alent in effect to a dividend, but that 
courts have allowed some inquiry into 
the business purpose and thus added 
a question of motive to that result. 
Since the stock redeemed had been 
issued for notes for unpaid salary, it 
would be possible for the jury to find 
the intent proper, and the Court below 
properly submitted the issue to the 
jury. Keefe v. Cote, CA-1, 6/18/54. 


INTEREST ON DEFICIENCY WIPED OUT BY 
CARRYBACK IS PROPER BUT IT MUST BE 
ASSESSED LIKE A TAX. The taxpayer's 
deficiencies for income tax for 1948 and 
1949 were wiped out by a loss carry- 
back from 1950. Following the Seeley 
Tube & Box Case (338 U.S. 561) the 
Court holds the interest on deficiencies 
was not wiped out. However, the com- 
missioner did not send the taxpayer the 
usual “ninety-day” letter. The Courts 
hold that the interest must be assessed 
like a tax as provided in the Code and 
enjoins collection of the interest. Has- 
tings & Co., Inc. v. Smith, D.C. Pa., 
6/23/54. 


THE SEPARATE ORGANIZATIONS of “Ex- 
empt Organization Branch” and “Pen- 
sion Trust Branch” within the’ Tax Rul- 
ings Division of the Office of Assistant 
Commissioner (Technical) have been 
abolished. They are consolidated in the 
“Pensions and Exempt Organizations 
Branch.” Notice —I.R.B. 54-26, 11. 








NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 


Major changes in social security taxation 


now emerging from legislative hooper 


For SOME MONTHS NOW a major over- 
haul of our social security tax pro- 
gram has been churning around in 
Congress. It is likely that it will have 
been passed by the time this issue of 
Tue JOURNAL reaches readers. 

Tax men are asking themselves these 
questions. How does it affect our com- 
pany? How does it affect our em- 
ployees, our family and ourselves? 
How does it affect the long-range fiscal 
welfare of the Government? We see 
the following as perhaps the most sig- 
nificant aspects of the proposed 
changes. 

In January 1953, a Sub-Committee 
of the House Committee on Ways and 
Means was set up to make an exhaus- 
tive study of the entire social security 
program. This Sub-Committee, headed 
by Representative Carl Curtis of Ne- 
braska, made a report to the full Com- 
mittee in the early part of this year. 
This report has never been released. 

Meanwhile, Mrs. Oveta Culp Hobby, 
Secretary of Health, Education and 
Welfare, had numerous studies con- 
ducted in her Department which re- 
sulted in the Administration proposals 
embodied in H.R. 7199 and H.R. 7200, 
both introduced by Honorable Daniel 
A. Reed on January 14th. H.R. 7199 
contains recommendations relative to 
the OASI program and H.R. 7200 deals 
with the Old-Age Assistance Program. 
H.R. 7199 was amended to some extent 
by the House Ways and Means Com- 
mittee and was passed by the House 
of Representatives on June Ist by a 
vote of 355 to 8. This Bill is now 
known as H.R. 9366. Hearings before 
the Senate Finance Committee on this 
Bill closed on July 9th and action is 
expected prior to adjournment of 
Congress. The main features of the Bill 
are as follows: 


ry 


Tax coverage—coverage is extended 
to farmers, professional people (ex- 
cluding doctors), all state and local 
employees exclusive of firemen and 
policemen covered by a retirement sys- 
tem. The coverage of casual, domestic 
and agricultural employees is changed 
so as to bring more of these individuals 
under the system. It is expected that 
the additional coverage would bring 
approximately 10 million more persons 
under the program. [See also p. 25. Ed.] 


Taxable Wage Base — increased from 
$3,600 to $4,200 per year. 


Tax Rates—The tax rate schedule 
as set forth in the current law is con- 
tinued except that the rate in 1970 is 
changed from 344% to 342% and a new 
maximum rate of 4% becomes effective 
in 1975. 


Work Test — The proposed bill recti- 
fies an existing inequity in the law in 
that it makes the work tests the same 
for the employed and self-employed; 
liberalizes the amount of earnings for 
a person over 65 in that the first $1,000 
of a beneficiary’s annual earnings 
would be exempt. For each $80 of 
earnings above the exempt amount, 
one month’s benefits would be sus- 
pended. 


Benefit Amounts—The minimum 
primary benefit would be increased 
from $25 to $30 per month for both 
present and future beneficiaries. The 
maximum primary benefit would be in- 
creased from $85 to $98.50 for present 
beneficiaries and to $108.50 for future 
beneficiaries. The maximum family 
benefit would be increased from $108.75 
to $200 for both present and future 
beneficiaries. Furthermore, in comput- 
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ing the average monthly wage for 
benefit purposes provision is made to 
exclude the 4 or 5 years of lowest earn- 
ings. This tends to increase the amount 
of benefits. Also provision is made to 
exclude certain extended periods of 
disability in computing benefit entitle- 
ments and amounts. 

Are these changes desirable? There 
is no easy answer. Both the House 
Ways and Means Committee and the 
Senate Finance Committee heard these 
recommendations described as too con- 
servative, too radical, socialistic and 
unsound. 

Let us consider just two of the 
above provisions, namely, the increase 
in benefits and the increase in the tax- 
able wage base. As regards the former, 
it is true that the monthly minimum of 
$25, of and by itself, is a small amount. 
But any program of social legislation, 
struggling for maturity, must be forti- 
fied with certain minima. Their im- 
portance lessens as maturity is reached. 
Consider that at the present time, 75% 
of all new beneficiaries have their 





benefits calculated under the new-start 
formula incorporated in the law by the| 
1950 amendments. | 

Of this group, almost 80% have pri-| 
mary benefits of $55 or more, the av-| 
erage being close to $70 per month. 
Only 3% receive as little as $25 per| 
month. Bear in mind that the social] 
security program was never imtendell 
to completely satisfy the needs and) 
wants of the retired individual. As 
recently as January of this year, Pres- 
ident Eisenhower restated this theory 
in his message to Congress on HR 7199 
in which he said in part, “Private and 
group savings, insurance and pension 
plans .. . are a primary means of pro- 
tection against the economic hazards 
of old age and death. . . . The system 
(OASI) is not intended as a substitute 
for private savings, pension plans and 
insurance protection. It is, rather, in- 
tended as the foundation upon which 
these other forms of protection can be 
soundly built.” 


Costs in short-term future 


Let us consider our present commit- 
ments under the OASI program, with- 
out any benefit increases. Too few 
people realize that under the present 
benefit scale and with present tax 
rates graduating to the combined max- 
imum rate of 64% in 1970, high cost 
estimates prepared by Robert J. Myers, 
Chief Actuary of the Social Security 
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Administration, indicate that sometime 
about the year 1990, the entire reserve 
fund will be completely eliminated and 
the program will be operating at a 
deficit. In the event of low employ- 
ment, the deficit would occur at an 
earlier date. 

As benefits increase, so must prem- 
jum payments. We are saddling future 
generations with a tax load staggering 
to behold. The same Mr. Myers, writ- 
ing in the June 1953 issue of the Social 
Security Bulletin, has this to say — 
“Another problem arising with an in- 
creasing contribution rate is that ulti- 
mately rates must be higher than indi- 
vidual equity would suggest — that is, 
the young entrant (in the labor mar- 
ket) would be able to purchase more 
protection with his own employee 
contributions from a private insurance 
company than is furnished under the 
social insurance system.” Food for 
thought? 

One way to increase benefits is to 
increase the taxable wage base thereby 
providing a higher average monthly 
wage. We see no justification for any 
increase in the wage base. Consider 
that from 1937 to 1950 the taxable 
wage base was only $3,000. Some 
people argue that due to the higher in- 
come level at the present time the 
wage base should be increased to make 
it compare favorably with the $3,000 
wage base in the original law. If such 
be the case then it would certainly be 
more practical to increase the base to 
some $6,000 rather than $4,200. The 
Department of Health, Education and 
Welfare has released some figures that 
indicate that 56% of all covered 
workers had earnings below $3,600 in 
1953. The $4,200 base would permit 
the taxation of total earnings of 69%. 
This latter figure would still be a far 
ery from the situation that existed at 
the inception of the law when sub- 
stantially all covered employees had 
their total earnings taxed. 

Of primary consideration, however, 
is the fact that any increase in the 
wage base results in a reduction in 
take-home pay at a time when all ef- 
forts are intent upon increasing the 
take-home pay through tax reductions. 
To the extent that an individual’s 
earnings are reduced through higher 
taxes, such individual’s ability to pro- 
vide for old age through private sav- 
ings and private retirement plans is 
greatly curtailed. 

This fact alone would seem to be 


contrary to the philosophy of the pres- 
ent Administration. As recently as 
June 10th of this year while speaking 
before the National Citizens for Eisen- 
hower Congressional Committee, Pres- 
ident Eisenhower stated — “You know 
this Administration goes on the theory 
that the private citizen knows better 
how to spend his money than the 
Government.” --0-- 


Why won’t request reporting 
work? New York does it 
THE NEW JERSEY EMPLOYMENT SECURITY 


counciL, on March 22nd, reported to 


Governor Meyner that they had found 
that the system of request reporting, 
inaugurated January 1, 1953, had not as 
yet given evidence of the advantages 
claimed for it by its advocates. How- 
ever, since this system had been in 
effect only about a year, they felt that 
outright repeal of request reporting 
would be premature. They agreed to 
re-examine the program in the light of 
another year’s experience. 

In Missouri, an experiment in re- 
quest reporting was conducted over a 
two year period with the cooperation 
of fourteen selected employers. At the 
end of that time, it was decided that 
the plan was not practical and it was 
abandoned. 

Does request reporting work? Just 
look at the record in New York State. 
Employer compliance with request re- 
porting has been averaging better than 
95 per cent. This means that wage and 
employment data, requested of em- 
ployers by the Division of Employ- 
ment, is returned within seven days 
after it has been mailed. This is truly 
a remarkable achievement. In fact, the 
State Advisory Council in its 1953 re- 
port, issued on February 1, 1954, stated 
“The success of the request reporting 
system in 1953 was noteworthy.” -o- 


Guaranteed annual wage 


and compensation benefits 

MANY COMPLICATIONS SURROUND the cur- 
rent demands for guaranteed annual 
wages tied in with state unemployment 
compensation benefits. These factors 
are analyzed in a new study published 
by the Chamber of Commerce of the 
United States. This 100-page book has 
an unusual, and quite effective, method 
of presenting its material. On the right- 
hand pages are facts and illustrations, 
while on each facing left-hand page is 
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supporting evidence, such as data taken 
from union plans and statements, fed- 
eral committee and commission re- 
ports, etc. This is recommended read- 
ing for the tax man who wants to think 
broadly about the complex problems 
of guaranteed annual wage and un- 
employment benefits. Available from 
the Chamber, Washington 6, D.C. -o- 


Payroll taxes ° 


New decisions 

PAYMENT TO EMPLOYEE BASED ON USE 
OF WORK IS WAGES. Employees of re- 
cording studios are paid hourly rates 
for rehearsal and performance time. In 
addition, they receive a fee based on 
amount of use of records after expira- 
tion of fixed time. Such fees are wages 
and are subject to withholding. Rev. 
Rul. 54-225. 


PARTNER'S LIABILITY FOR EMPLOYMENT 
TAXES. Under California law, a limited 
partner who receives partnership prop- 
erty in dissolution of the partnership 
is liable to the partnership for unpaid 
debts of the partnership. Hence the 
limited partner who received back a 
valuable license he had contributed to 
the partnership is liable for the unpaid 
Federal employment taxes of the part- 
nership, even though he took no part 
in management. Rev. Rul. 54-210. 


PARTNER’S LIABILITY FOR EMPLOYMENT 
TAXES. Under Indiana law a limited 
partner is not liable for the debts of 
the partnership beyond his capital 
contribution. Hence a limited partner 
(who has not lost his status by par- 
ticipating in management) is not liable 
for the unpaid employment taxes of 
the partnership. Rev. Rul. 54-213. 
See Revenue Rulings 54-210 and 
54-213 in Payroll Taxes section. 


ONLY ss cREDIT ON 1040 IS FOR FIRST 
$3,600 FROM EMPLOYER. As employee 
may claim credit on his income tax 
return for overwithheld social security 
tax only when the overpayment is due 
to his having worked for more than 
one employer. He can claim refund 
only with respect to the tax deducted 
on the first $3.600 paid him by the sec- 
ond and subsequent employers. Refund 
of withholding on salary in excess of 
$3,600 must be made on Form 843. 
This 843 can be filed by the employee 
or, with the employee’s consent, by the 
employer. Rev. Rul. 54-221. 








NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LI.B., CPA, JOHN 
COSTELLOE, LI.B., AND JOHN WILCOX, LIB. 


Foreign tax problems grow as 


amounts invested abroad increase 


U. S. INVESTMENTS ABROAD are twice 
what they were in 1947. This probably 
accounts for the increased emphasis on 
tax aspects of foreign operations. Ilus- 
trative of this emphasis is the breadth 
of the proposals relating to foreign in- 
come in HR 8300. 


Figures show growth 

The figures are significant. Messrs. 
Pizer and Bodie, report! that nearly 
$21 billion was added to United States 
investments abroad during the years 
1947 through 1953, bringing the total 
to $39.5 billion by the end of that year. 
In the same period, foreign owned 
assets in the United States rose by 
nearly $8 billion to $23.6 billion. 

The increase in United States invest- 
ments abroad from 1946 through 1953 
was about evenly divided between 
private investments, and credits and 
subscriptions to the International Bank 
and Monetary Fund by the United 
States Government. Most of the ad- 
dition to foreign investments in the 
United States was in relatively liquid 
dollar assets, including deposits and 
other short-term claims against banks 
and commercial concerns as well as 
obligations of the United States Gov- 
ernment. The latter are held primarily 
by foreign official accounts as readily- 
available reserves. 

Because a much greater part of 
United States foreign investments is 
income-producing, and especially be- 
cause United States direct investments 
abroad are far larger than similar for- 
eign investments here and are pri- 


1In “International Investment Position of 
the United States”, Survey of Current Business, 
U. S. Department of Commerce, Office of 
Business Economics, May 1954. 


marily involved in developing produc- 
tive capacity abroad, United States 
earnings abroad are much greater than 
foreign earnings here. In 1953, United 
States earnings, including reinvested 
earnings were $2.6 billion, while for- 
eign earnings here were $0.5 billion. 


United States Investments Abroad. 
The postwar growth of American di- 
rect investments accounted for nearly 
90 percent of the postwar rise in private 
investments abroad. The share of di- 
rect in total private investments rose 
from about 45 percent in 1930 to about 
70 percent by the end of 1953. 

In contrast to the active investment 
in directly managed enterprises abroad, 
there has been relatively little interest 
by Americans in foreign portfolio in- 
vestments, i., purchases of foreign 
dollar bonds or other securities, or 
loans by private financial institutions. 

American holding of foreign bonds 
and equity securities denominated in 
foreign currencies are concentrated in 
Canada, which accounts for four-fifths 
of the total. 

Considerable amounts are invested 
abroad in a great variety of long-term 
private assets or investments, including 
real property held for income, estates 
and trusts, insurance policies, etc. 

The principal remaining item in this 
category is medium or long-term 
credits by commercial and financial in- 
stitutions, mainly to Western European 
governments and enterprises. 


Foreign Investments in the United 
States. Foreign holdings in the United 
States are of a markedly different 
character from United States invest- 
ment abroad, with about 60 percent of 
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the total representing liquid dollar re- 
serves rather than private investments 
to further business interest. 

There has been little opportunity for 
private foreign long-term capital flows 
to the United States since the war be- 
cause of the exchange restrictions gen- 
erally applied abroad. Most of the 
change in value resulted from rein- 
vested earnings of United States sub- 
sidiaries or affiliates of foreign com- 
panies and rising market prices of 
United States corporate securities. 

Foreign direct investments in the 
United States of $3.7 billion at the end 
of 1953 were about four times as great 
in value as at the end of the first 
world war. This growth depended pri- 
marily on additions to existing enter- 
prises as the United States economy 
expanded. There has been a noticeable 
increase in foreign direct investments 
in the United States since 1951, par- 
ticularly from Canada and the United 
Kingdom. 

Foreign portfolio investments in 
United States securities have been tra- 
ditionally the leading type of long- 
term investment in the United States. 

At the close of 1953 foreign owners 
held over 60 million shares of domestic 
common and preferred stocks with a 
market value of $3.7 billion. 

There appears to be a fairly wide 
dispersion among industries with the 
largest holdings showing up under 
petroleum, public utilities and railroads 
and railroad equipment. 

One of the largest changes in the 
international investment position of 
the United States has been the liqui- 
dation of foreign holdings of domestic 
corporate bonds. 

Other foreign long-term investments 
in the United States consist largely of 
estates and trusts, real property, in- 
surance policies and various claims.” 


[Omissions not indicated. ] —o— 
Eldon P. King clarifies 

yen exchange rate treaty 

THE JAPANESE AMERICAN TREATY, re- 


cently submitted to the Senate, con- 
tains the usual provision exempting a 
nonresident alien from tax on income 
from personal services rendered dur- 
ing a short stay in the United States. 
Article IX provides: 

“An individual resident of one of the 
contracting States shall be exempt 
from the tax of the other contracting 
State upon compensation for labor or 
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personal services (including the prac- 
tice of liberal professions) performed 
in such other State in any taxable 
year if such resident is temporarily 
present in such other State: 

(a) for a period or periods not ex- 
ceeding a total of 180 days during such 
taxable year and his compensation is 
received for such labor or personal 
services performed as an officer or 
employee of a resident or corporation 
or other entity of the former State, or 

(b) for a period or periods not ex- 
ceeding a total of 90 days during such 
taxable year and his. compensation re- 
ceived for such labor or personal serv- 
ices does not éxeeed 3,000 United 
States dollars, or the equivalent sum 
in yen as computed at the official basic 
rate of exchange in effect at the time 
such compensation is paid.” [Emphasis 
added. ] 

We were interested in the italicized 
portion of the provision providing an 
alternative to the $3,000 limitation ex- 
pressed in yen computed at the of- 
ficial rate. We wrote to Eldon P. King, 


| Director, International Tax Relations 


Division, Treasury Department, asking 
whether the provision was intended to 
apply only to payments made in yen 
and not to payments made in dollars, 
or only for the purpose of the Japanese 
tax and not for the purpose of the 
United States tax, and what is the 
effect of an unofficial rate for yen. 

Mr. King responded. (The views ex- 
pressed are of course his own and not 
necessarily those of the Internal Reve- 
nue Service.): 

“IT have to inform you that the 
$3,000 limitation is intended to apply 
equally to compensation paid in dollars 
and in yen and to United States or 
Japanese tax as the circumstances may 
require. To insure consistency in ad- 
ministrative practice by both countries 
it is specified that the current official 
rate of exchange be used as a measure 
of dollar equivalent when compensa- 
tion is paid in yen. Hence a Japanese 
performing services in this country 
who is paid in yen or an American 
performing services in Japan who is 
paid in yen would be regarded as re- 
ceiving an amount in dollars equal to 
that procurable at the official rate 
when the yen were received although 
in fact either may have or could have 
converted the yen to dollars at a dif- 
ferent rate. The designation of the 
official rate as a measure of yen value 
in dollars was not intended to create 


any difference in treatment because of 
the medium of payment but to insure 
merely uniformity in computation of 
dollar equivalent for purposes of ap- 
plying the $3,000 ceiling fixed for the 
exemption.” ~-0o— 


It’s hard to close one loophole 
without opening another one 


THE NON-RESIDENT ALIEN has always 
been the mystery man in U.S. taxation. 
Is he or isn’t he? Where and when? 
Apparently Congress finds it hard to 
keep its finger on him, for he has a 
habit of slipping out from under when 
the tax law is being changed. We are 
reminded of a curious case of closing 
one loop-hole and opening others for 
the non-resident alien by Harry V. 
Weyher and Augustus W. Kelley, III, 
who talked about Nonresident Alien 
Individuals and the Capital Gains Taz, 
at the N Y U Twelfth Annual Institute. 

They selected this small area of law 
on which little has previously been 
written and performed a workmanlike 
job of dissection and analysis. They 
tell us of three instances in which Con- 
gress, legislating to close a loophole, 
forgot about the nonresident alien and 
thereby reopened another loophole it 
thought it had previously closed. As 
every reader should know, a nonresi- 
dent alien not engaged in trade or 
business in the United States is taxable 
on net capital gains realized during 
his presence in the United States or 
realized at any time during a taxable 
year in which he was present in the 
United States for ninety days or more. 
(LR.C. §211(a)(1)(B)). This was 
added by the Revenue Act of 1950 to 
close the loophole indicated by the case 
of Ferdinand C. Adda. (10 T.C. 273 
aff'd, 171 F. 2d 457 (4th Cir. 1948), cert. 
denied, U. S. (1949) ). 

The same Act also changed the defi- 
nition of capital assets to exclude “a 
copyright”, to close the loophole of the 
Eisenhower sale of his manuscript. 
Congress apparently forgot to note that, 
with respect to the nonresident alien, 
the two amendments cancel each other 
out. “While the United States citizen 
who is a “one shot writer” may thus 
be compelled to pay high surtaxes, it 
appears that a nonresident alien may 
completely escape tax, even though the 
sale is effected in the United States. 
The profits are not taxable to the alien, 
since the copyright is no longer a capi- 


Foreign aspects of taxation * 55 


tal asset.” The authors note that the 
same result may follow from §117(m), 
relating to collapsible corporations, 
which reclassified certain gains from 
the sale of stock as noncapital gains, 
also adopted by the 1950 Act, and 
§117(0), which denies capital gains 
treatment to certain sales of depreci- 
able property between related tax- 
payers, added by the Revenue Act 
of 1951. —o— 


Tax Convention with Belgium 


THE U. S. STATE DEPARTMENT AND THE 
BELGIAN Ambassador have signed a tax 
convention designed to avoid double 
taxation and to prevent tax evasion. 
The agreement now goes to the U. S. 
Senate for ratification. 

The provisions of this convention are 
similar to those now existing with other 
countries covering estate tax liability. 
The purpose of such conventions is to 
eliminate double taxation when settling 
the tax liability in one country of an 
estate in which a citizen of the other 
country involved has an interest. A 
convention will become effective for es- 
states of persons dying on or after the 
date of final exchange of the ratified 
instrument of agreement. 

A similar convention covering income 
tax was established in 1953. The text 
of this income-tax convention has just 
been published. Internal Revenue Bul- 
letin, No. 28, page 26. —o— 





To Study New Tax Law 


Four MAJOR MEETINGS to study 
the new tax law will be held in 
New York City during the com- 
ing month. They are: 


August 9-13, Practicing Law In- 
stitute, Hotel Astor, all day. 
Fee: $75 for five days, $20 per 
day. 

August 19-20, American Manage- 
ment Association, Hotel Statler, 
all day. Emphasis on manage- 
ment and corporate problems. 
Fee: $75 for two days, includ- 
ing lunches. 

September 8-17, NYU, 6:30 to 
9:30 each evening, Law School 
Auditorium. Fee: $60 for 
course, including material. 

September 13-17, Federal Tax 
Forum, Inc., Engineering Audi- 
torium, evening 7 to 10 o’clock. 
Fee: $20 for series. 

















MANAGEMENT OF THE 


Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Inter-professional agreements on 


rights to practice summarized 


HERE ARE SOME NOTES on how to or- 
ganize the estate planning chore, espe- 
cially how to divide the several func- 
tions up among the professional ad- 
visors usually active here, by Othel 
D. Westfall, of the University of 
Oklahoma. Writing in the Oklahoma 
CPA, he says: “there is perhaps no 
compelling logic which leads to the 
conclusion that the representative of 
any particular profession should han- 
dle the tax planning phase of the work,” 
he says. “obviously it should be han- 
dled only by one who is qualified to 
serve the client well, regardless of his 
profession.” 

But aside from the tax planning part 
of the job, says Mr. Westfall, we have 
these six things to handle or consider 
for the client: 

1. The listing of his resources and the 

measurement of such resources both 

as capital and from the standpoint 
of annual financial revenue. 

The listing of his debts and compu- 

tation of the annual financial bur- 

den which such debts represent. 

3. Measurement of the financial pro- 
visions which he desires or is 
obliged to make for himself, his 
beneficiaries, and others. 

4. Measurement of the adequacy of re- 
sources to meet debts and beneficial 
obligations, both in total and as 
such obligations mature. 

5. Means, such as life insurance, for 
supplementing resources or for pro- 
viding needed liquidity. 

Laws which govern property ar- 
rangements and disposition of the 
estate. 

Ordinarily it will be in the best 

interest of the estate owner to have his 

planning work done by a team com- 
posed of a representative from each of 
these four professions. The team should 
do the work in cooperation, although 


i) 


a 


all members will not necessarily work 
at the same time, and each member 
may review the work done by the 
other members. 

Where the estate problem is complex 
enough to justify the employment of 
experts, other than for title examina- 
tion and drafting of simple legal in- 
struments, the accountant is logically 
the first professional on the scene. 
With respect to the first four of the 
non-tax factors previously enumerated 
the necessary identification, classifica- 
tion, valuation or other financial mea- 
surement, scheduling, and summariza- 
tion, all fall generally within the nor- 
mal sphere of accounting activity. All 
of that work could be described by the 
one phrase “estate analysis.” The talent 
peculiar to the life underwriter should 
show to best advantage in the adapta- 
tion of coverage to fit estate needs not 
otherwise covered by existing re- 
sources or other liquidity arrangement. 
Here the premium paying ability of the 
estate owner or others, as shown by the 
preceding analytical work, will be a 
material consideration. The accountant, 
the life underwriter, and the prospec- 
tive fiduciary or corporate trust officer, 
may all suggest constructive provisions 
for the deed of trust, will, or other in- 
strument to be prepared by the at- 
torney for execution. In the prepara- 
tion of instruments the attorney will 
bring to bear his knowledge of the 
wide range of law which may be 
applicable. 


Lawyers’ agreement with CPAs 
Lines of demarcation for services. 
Agreements which bear more or less 
upon professional roles in estate plan- 
ning generally, and which likewise 
bear upon the tax planning phase in 
particular, have been negotiated by the 
American Bar Association separately 
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with the American Institute of Ac- 

countants, the National Association of 

Life Underwriters, and the Trust Dj- 

vision of the American Bankers As- 

sociation. The agreement between the 

American Bar Association and the 

American Institute of Accountants be- 

came effective in 1951. It contains a 

statement of principles relating to prac- 

tice in the field of Federal income tax- 
ation which are briefly summarized 
below: 

1. The lawyer and certified public ac- 
countant should each encourage the 
client to seek the advice of the other 
where problems or questions in- 
volving the other’s specialty arise. 

2. It is appropriate for either a lawyer 
or accountant to prepare Federal 
income tax returns. 

3. Either may properly ascertain the 
probable tax effects of transactions 
but the client should be advised to 
consult the lawyer regarding un- 
certainties of interpretation or ap- 
plication of law or to consult the 
accountant regarding difficult prob- 
lems of accounting for the transac- 
tion or interpretation of financial 
results. 

4. Only a lawyer may prepare legal 
documents or take steps to create, 
amend or dissolve a legal entry. 
Only an accountant may properly 
advise as to accounting methods, 
procedures, and preparation of fi- 
nancial statements. 

5. Neither the lawyer nor the account- 
ant should describe himself as a tax 
consultant, tax expert, or by any 
similar phrase. 

6. Either a lawyer or a certified public 

accountant may be authorized to 

represent tax-payers before the 

Treasury Department but if ques- 

tions involving the other’s specialty 

arise, in the course of such proceed- 
ings, the services of the other 
should be retained. 

Either a lawyer or certified public 

accountant may be admitted to 

practice before the Tax Court of the 

United States. Where a deficiency 

notice is to be contested, however, 

it is in the best interest of the client 
to obtain the advice of a lawyer. 

The taxpayer may be best served 

by retaining both lawyer and ac- 

countant in such cases. 

8. Either a lawyer or certified public 
accountant may prepare a claim for 
refund but the services of a lawyer 
should be obtained where a contro- 
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versial legal issue is involved or 
where litigation is to ensue. 

9, The taxpayer should be advised to 
seek the advice of a lawyer when 
under investigation for possible 
criminal violation of the Federal in- 
come tax law. 

The bar-accountancy agreement, as 
above summarized, is specifically stated 
to be tentative and subject to revision 
and amplification in the light of ex- 
perience. It includes a recommendation 
for the establishment of joint commit- 
tees to settle complaints at the local 
level or, where necessary, by appeal to 
the National Conference of Lawyers 
and Certified Public Accountants. 


Lawyers and insurance men. The 
agreement between the American Bar 
Association and the National Associa- 
tion of Life Underwriters was adopted 
by both organizations in 1948. The 
lawyers agreed to be guided as follows: 
1. The attorney should not seek to 
share in the life underwriter’s com- 
mission. 

The attorney should not divert busi- 

ness from one life underwriter to 

another. 

3. The attorney should not permit the 
life underwriter to share in the 
attorney’s fees. 

4. The attorney should not furnish a 
legal opinion for use in the life un- 
derwriter’s advertising. 

The life underwriters, for their part, 

agree to the following: 

1. Not to prepare legal documents of 
any kind for execution. 
Planned transfers, except changes 
of beneficiaries and simple modes of 
settlement under life insurance 
policies, should be recommended 
subject to approval of the client’s 
attorney. 

3. In submitting an estate planning 
report to the client no legal instru- 
ments or specific legal clauses 
should be attached. 

4. The life underwriter should not at- 
tempt to divert legal business from 
one attorney to another. 

5. The life underwriter should not fur- 
nish attorneys for the former’s 
clients. 

6. A life underwriter must not share 
the attorney’s fee and must not 
share his commission with an at- 
torney. 

1. The life underwriter should not cir- 
culate or otherwise use a legal 
opinion for advertising purposes. 


~~ 


i 


The bar-underwriter agreement like- 
wise contains recommendation for joint 
action for settlement of grievances at 
the local level and for reference, where 
necessary, to the National Conference 
of Lawyers and Life Underwriters. 


Lawyers and bankers. The agree- 
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ment between representatives of the 
American Bar Association and repre- 
sentatives of the Trust Division of the 
American Bankers Association was 
ratified in 1941. The provisions of this 
agreement are summarized below: 
1. Trust institutions should not draw 
legal documents nor perform other 





1. Do not go too far. It is impos- 
sible to avoid taxes entirely; the 
best and most logical plan is usually 
one that reduces them to the lowest 
legal level. 

2. Look ahead and train your 
clients to look ahead. Nothing saves 
taxes like planning ahead. 

3. Keep adequate records. Time 
after time you have had people come 
to you with questions concerning 
the deduction of traveling expenses, 
entertainment expenses, and many 
other kinds of expense and losses 
that could not be adequately claimed 
because of failure to keep records 
and receipts. 

4. Substance v. form. One of the 
most familiar rules in tax law is 
that expressed by the Supreme 
Court in Weiss v. Stearn, 265 USS. 
242 — “questions of taxation must 
be determined by viewing what 
was actually done, rather than the 
declared purpose of the participants, 
and when applying the provisions 
of the Sixteenth Amendment and 
income tax laws enacted thereunder 
we must regard matters of substance 
and not mere form”. Transactions 
entered into merely for the purpose 
of avoiding taxes and having no real 
business purpose have been ignored; 
leases have been held to be sales and 
sales have been held to be leases, 
where the real nature of the trans- 
action indicated that the legal form 
was a mere sham; sales made osten- 
sibly by stockholders have been held 
actually to have been made by their 
corporation; dummy corporations 
have frequently been disregarded; 
transactions that are not at arm’s 
length but have been entered into 
merely for tax purposes have been 





Do you avoid — or evade — taxes? 
And are you doing a good job of it? 
THE SMART TAX MAN, says CPA L. William X. Long of Brownsville, Texas, 


can keep his reputation for being smart only by making it standard practice 
to check these six questions before proceeding with any tax maneuver: 


set aside. The big question to al- 
ways be answered is “What was ac- 
tually done”. Any good tax plan 
must have a business purpose and 
be followed by actual performance. 

5. Consider the future. Any plan- 
ning for income tax accounting must 
always consider the elements of risk 
that the future may hold. Income tax 
rates, except for certain short 
periods, have been steadily climbing. 
We all hope we are at the end of the 
road as far as increased rates are 
concerned, but I refuse to predict 
what the future holds for us in this 
matter. We must always keep in 
mind the future position of our tax- 
payer clients and help him, with 
whatever crystal balls we can se- 
cure, to plan his tax accounting so 
that he may have the lowest possible 
tax expense. 

6. Be sure the plan hasn't failed 
before. Income tax laws have been 
on the books for forty years and 
millions of taxpayers, lawyers, ac- 
countants and others have been 
doing their best to avoid, yes and 
some to evade taxes. You will 
usually find that the tax schemes or 
plans have been not only tried but 
extensively litigated in the courts. 

Emphasize always two cardinal 
rules in planning your income tax 
accounting: 

(1) The transaction must be real 
and not fictitious. Many plans that 
would otherwise fail may be suc- 
cessfully carried through if this rule 
is observed. 

(2) Each plan must be studied 
for its total effect. This will usually 
require time and effort but, after 
all, that is what your client will be 
paying for. 
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services which constitute practice of 
the law. 

2. The customer should be referred to 
a lawyer of his own choice for ad- 
vice on all legal questions. 

3. When requested by the customer 
to recommend an attorney, a trust 
institution preferably should present 
a list of attorneys in whom it has 
confidence without recommending 
one above the other. However, the 
attorney must reserve the right to 
advise his client with respect to 
choice of a fiduciary. 

4. In its advertising the trust institu- 
tion should not imply that employ- 
ment of its services makes employ- 
ment of counsel unnecessary or a 
minor -consideration. 

5. In employment of counsel required 
in the course of trust or estate ad- 
ministration the trust institution 
should endeavor to employ counsel 
who drew the instrument or who 
represented the donor or testator. 

The bar-trust division agreement, 
like other agreements, recommends 
local joint committees for the settle- 
ment of grievances. 

Estate-planning councils. In the 
estate planning field proper, the estab- 
lishment of local estate planning coun- 
cils has initiated inter-professional col- 
laboration between all of the four 
interested professional groups. —o— 


1N.Y. Stock Corp. Law, §§ 13, 36, 58, 59. 

2 Mills Estate, Inc. v. Comm’r, 17 T.C. 910 
(1951) ,onacquiesced in 1952-1 Cum. BULL. 

3 E.g., Skenandoa Rayon Corp. v. Comm’r, 
122 F.2d 268, 271 (2d Cir. 1941); Baltimore 
& Ohio R.R. v. Comm’r, 78 F.2d 456 (4th 
Cir. 1935); Emerson Elec. Mfg. Co., 3 B.T.A. 
932 (1926). See 4 MERTENS, LAW OF FeEp- 
ERAL INCOME TAXATION 357 (1942). 

4IntT. Rev. Cope § 23(a)(1)(A). 

5It has been consistently held that liquida- 
tion expenses are deductible. United States v. 
Arcade Co., 203 F.2d 230 (6th Cir. 1953); 
Pacific Coast Biscuit Co. v. Comm’r, 32 B.T.A. 
39 (1935) monacquiesced in 1937-1 Cum. 
Butt. 45; Laster v. Comm’r, 43 B.T.A. 159, 
177 (1940) acquiesced in 1941-1 Cum. BULL. 
7. See 4 MERTENS, op. cit. supra note 3, at 
361 and n.49. The Tax Court held that the 
expense of a partial liquidation is indis- 
tinguishable from expenses incurred in a com- 
plete liquidation. In the instant case, the cir- 
cuit court declined to pass on this question. 
Instant case at 246. 

6 See note 5 supra. 7 See note 3 supra. 

8 103 F.2d 283 (9th Cir. 1939). 

®Survaunt v. Comm’r, 162 F.2d 753 (8th 
Cir. 1947); Spirella Co. v. Comm’r, 155 F.2d 
908 (2d Cir. 1946); Knapp Monarch Co. v. 
Comm’r, 1 T.C. 59 (1942). But cf. United 
States v. Arcade Co., 203 F. 2d 230. 

10 Int. Rev. Cope § 112. 

Benefit of a §112 reorganization: In Case v. 
Comm’r, 103 F.2d 283 (9th Cir. 1939), the 
taxpayer and Corporation A entered into an 
agreement whereby Corporation A obtained all 
the capital stock of Corporation B in exchange 


August; 1954 


Would legal fees be deductible 
if billed separately? 


THE SECOND CIRCUIT said an entire $20,- 
000 legal fee was non-deductible in the 
Mill’s Estate case (206 F. (2d) 244). 
The Tax Court had permitted 50% of 
the fee to be deducted as ordinary and 
necessary business expense. As a prac- 
tical matter we wonder whether if the 
attorney had kept the two kinds of 
legal service separate and billed for 
them separately — one bill for the sale 
of assets and one for the recapitaliza- 
tion— would there have been any 
question raised at all? The University 
of Pennsylvania Law Review discusses 
the rationale of this drastic decision 
(Vol. 102, page 554) thus. 

The taxpayer, a closely held corpora- 
tion, sold the assets of one part: of its 
operations and decided to distribute 
the proceeds of the sale to its stock- 
holders, thereby incurring a charge of 
$2,200,000 to its authorized capital of 
$5,000,000. Compliance with New York 
law! then compelled a recapitalization 
of the corporation to an authorized 
capital of $2,800,000. A $20,000 legal fee 
for the complete transaction was paid 
in a lump sum; the taxpayer claimed 
this entire amount as a deduction, but 
the commissioner assessed a deficiency 
for the total amount. The Tax Court? 
allocated 50 percent of the fee to the 


for certain assets of Corporation A. Up.to this 
point, this transaction would have fallen within 


._$112, as Corporation A had the requisite 


“control” over Corporation B, and no tax 
would be assessable on the gain. But the 
original agreement further provided that the 
taxpayer would exchange his shares in Corpora- 
tion A and receive all the shares of Corpora- 
tion B; this would not satisfy the “control” 
requirement of § 112(b)(5) and § 112(h) 
because immediately after the exchange Cor- 
poration A in reality was not in control of 
Corporation B, but taxpayer was. Since the 
original agreement between taxpayer and Cor- 
poration A provided for both transactions, the 
court said that both elements would not be 
separated to permit taxpayer to obtain a tax 
advantage. 

Exemption from a § 112 reorganization: In 
Spirella Co. v. Comm’r, supra note 9, the tax- 
payer contended that a corporate reorganiza- 
tion was completed when the corporation ex- 
changed his old stock for lower-value new 
stock. INT. Rev. Cope § 112(b) (3). If this 
was held to be the extent of the reorganiza- 
tion, then the taxpayer would have incurred 
a deductible loss when the corporation bought 
back 14 of the new shares in order to reduce 
its capitalization. However, the entire plan 
was adopted by one resolution, i.e., the de- 
valuation and repurchase of the shares, and 
the court refused to separate the two parts, 
holding that the loss could not be recognized 
since the receipt of both stock and money 
brought the single transaction within the pro- 
visions of § 112(e). 


11P-H 1951 TC Mem. Dec. 951,248 


cost of recapitalization (non-deductible 
as a capital expenditure)* and 50 per- 
cent to the cost of distribution of assets 
in a partial liquidation (deductible as 
an “ordinary and necessary”* business 
expense).5 On appeal by both parties, 
the circuit court held: that since both 
parts of the attorney’s services were 
necessary steps in effecting a transac- 
tion essentially a reorganization, the 
entire proceeding must be viewed as a 
single transaction and, therefore, the 
entire fee is a capital expenditure and 
non-deductible. Mills Estate v. Com- 
missioner, 206 F.2d 244 (2d Cir. 1953). 

Although considered separately liqui- 
dation expenses are deductible® and re- 
capitalization expenses non-deductible, 
this is apparently the first time both of 
these elements have arisen in one case. 
The concept which the court uses, i.¢. 
that the entire proceeding be viewed 
as a single transaction, was adopted 
from Case v. Commissioner,’ one ofa 
group of cases, each employing similar 
language, where the issue decided was 
not related to the question of allocating 
expenses.® In these cases, the courts re- 
fused to segregate separate phases of 
integrated and preconceived plans 
adopted by the taxpayers to circumvent 
§1121° and thereby derive the benefit 
of or an exemption from a “no gain or 
loss” corporate reorganization. How- 
ever, support for the court’s position is 


(1951), aff'd, 198 F.2d 158 (1st Cir. 1952). 
The circuit court affirmed the Tax Court's 
decision without ruling directly on this point. 
See'4 MERTENS, op. cit. supra note 3, at 374. 

12 Expenditures .were made to recondition 
an abandoned building into a warehouse, in- 
cluding expenses for fixing windows, small 
hardware, and miscellaneous labor and ma- 
terials. The court said that although “much” 
of the work done was capital in nature, the 
balance ordinarily deductible ‘must be consid- 
ered a part of the entire capital investment. 

” Robert Ehrlich, P-H 1951 TC Mem. 
Dec. $51,248 (1951). . 

1318 B.T.A. 997 (1930): “To fix a door 
or patch plaster might-very well be treated as 
an expense when it-is an incidental minor 
item arising in the use of property in carrying 
on business, and yet, as here, properly 
capitalized when involved in a greater plan of 
rehabilitation, enlargement and improvement 
of the entire property.” Id. at 1002. 

14 [bid, 

15 This is the interpretation adopted in Abe 
Wolkowitz, P-H 1949 TC Mem. Dec. $49,212 
(1949); cf. Everett L. Mills, P-H 1945 TC 
Meo. Dec. $45,283 (1945). 

16158 F.2d 764.(7th Cir. 1946); Safety 
Tube Corp. v. Comm’r, 168 F.2d 787 (6th 
Cir. 1948); Midco Oil Corp. v. Comm’r, 20 
T.C. No. 79 (June 1953); ef. Hochschild v. 
Comm’r, 161 F.2d 817 (2d Cir. 1947). 

17In the statement of facts in the instant 
case the court clearly points out that the. tax- 
payer first decided on partial liquidation, and 
then a recapitalization was forced on it by New 
York law. Instant case at 244. However, the 
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found in Robert Ehrlich, a case dealing 
with allocation of repair and renova- 
tion costs, which held that when 
ordinarily deductible expenditures are 
made in conjunction with overall im- 
provements of a capital nature, the de- 
ductible items lose their identity and 
are disallowed.!2 This doctrine evolved 
from language in Cowell v. Commis- 
sioner,3 but the court there also said 
that “it is impractical from the evi- 
dence to make such a detailed classifi- 
cation of the items.”!* If the court 
there only meant to hold that there 
was insufficient evidence before it to 
make a classification,!® the case is not 
precedent for cases where adequate 
evidence is available; if the court 
meant that it is too difficult to make a 
classification in such cases, then the 
case is not controlling where a separa- 
tion is possible. 


Entire amount should be deductible 

Closely akin to the “single transac- 
tion” rule is the “main and primary 
purpose” doctrine enunciated in Ras- 
senfoss v. Commissioner.1® There the 
court held that the issue of title to 
property was only incidental to the 
main and primary purpose of a lawsuit 
which was for an accounting of part- 
nership funds, and held the entire at- 
torney’s fee to be deductible although, 
admittedly, part of the attorney’s ef- 


ourt seemed to forget this when it said that 
the taxpayer “. . . underwent a recapitaliza- 
tion to give itself the capital structure it de- 
termined was best suited to carrying on that 
part of the business it was to continue.” 
Instant case at 246. In effect, the court is 
basing its decision on the requirements of a 
state statute; since New York requires a com- 
plete recapitalization to effectuate the instant 
partial liquidation, every expense connected 
with the entire transaction acquires the taint 
of a non-deductible capital expenditure, even 
though the expenses directly attributable to the 
partial liquidation would ordinarily be de- 
ductible items (see note 5 supra). If, however, 
the taxpayer were a Massachusetts’ corpora- 
tion, it seems that a recapitalization would not 
have been necessary; the amount could have 
been distributed as a dividend. The Massa- 
chusetts’ law regarding dividends has only the 
requirement that a dividend not render a 
orporation insolvent {Mass. ANN. LAws c. 
158, § 44 (1948); cf. Pennsylvania Iron Works 
Co. v. Mackenzie, 190 Mass. 61, 76 N.E. 228 
(1906) ), whereas New York law (see note 
1 supra) proscribes any disbursement which 
would impair the capital of the corporation 
even though the corporation might be fully 
competent to meet its obligations after the 
dividend. This variance demonstrates the effect 
of deciding strictly federal issues on the basis 
of the state law — “It would introduce varia- 
tions into the statute’s operation as wide as 
the differences the forty-eight states . . . make 
. . . for wholly different purposes.” NLRB v. 
Hearst Publications, Inc., 322 U.S. 111, 122- 
123 (1944). The deductible nature of an ex- 


forts was directed toward defense of 
title—an otherwise non-deductible 
item. Applying the Rassenfoss doctrine 
to the instant case, the main and pri- 
mary purpose of the taxpayer was 
partial liquidation, recapitalization 
merely being a forced incident to it,1” 
and therefore the entire amount should 
be deductible.18 Contrasted to the all 
or nothing rules discussed above is the 
doctrine of allocation, i.e., attributing 
to both deductible and non-deductible 
items their proportionate share of a 
total expense. Allocation of legal fees 
between deductible and non-deductible 
expenses where both arose in the same 
proceeding has ample precedent.!® In 
Helvering v. Stormfeltz,2° where a 
lump sum was paid for legal services to 
recover embezzled funds, the circuit 
court allocated the fee: part to the re- 
covery of principal, a non-deductible 
capital item; and part to the recovery 
of interest, a deductible item. There is 
no question as to the validity of the 
doctrine of allocation,”! and it is deeply 
ingrained into income tax procedure, 
being used constantly in apportionment 
between capital and non-capital 
items,2*. personal and business ex- 
penses,?* personal and non-business 
expenses," and taxable and exempt 
income.”5 When allocation is permitted 
of lump sum payments,” the taxpayer 
has the burden of either showing an 


pense incurred in a partial-liquidation, or in 
similar transactions, would then depend not 
upon construction and interpretation of the 
Internal Revenue Code, but solely by chance 
on the jurisdiction in which the taxpayer is 
incorporated. To illustrate the variety of de- 
cisions possible by adopting the court’s ra- 
tionale in the instant case, there are at least 
five different restrictions on corporate divi- 
dends which might or might not require re- 
capitalization in different situations. See Bal- 
lantine and Hills, Corporate Capital and Re- 
strictions upon Dividends under Modern Cor- 
poration Laws, 23 CauiF. L. Rev. 229, 238 
et seq. (1935) which discusses four categories 
of statutes, but omits the Massachusetts’ rule. 

18 See argument to same effect in Tax 
Barometer, Aug. 15, 1953, p. 2. 

19 E.g., Helvering v. Stormfeltz, 142 F.2d 
982 (8th Cir. 1944); Coke v. Comm’r 17 
T.C. 403 (1951) (and cases cited therein); 
LeMond v. Comm’r, 13 T.C. 670 (1949). 

20 142 F.2d 982 (8th Cir. 1944). 

21 Higgins v. Comm’r, 312 U.S. 212 (1941); 
see Note, 97 U. or, Pa. L. Rev. 251, 261 
(1948). 

224 MERTENS, op. cit. 
340, 368. 

23 4 id. at 335, 483. 

24.4 id. at 443 (Supp. 1953) 

254 id. at 531; Muir v. Comm’r, 182 F.2d 
819 (4th Cir. 1950). 

26 E.¢., Sibley, Lindsay & Curr Co. v. 
Comm’'r, 15 T.C. 106 (1950). 

27 Interstate Transit Lines v. Comm’r, 319 
U.S. 590 (1943). There are two views re- 
garding the weight of the burden upon the 


supra note 3, at 
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actual allocation or supplying proof of 
expenditures upon which a reasonable 
allocation can be made, otherwise the 
claimed deduction will be disallowed.?* 

The court in adopting the “one trans- 
action” rationale in the instant case not 
only extends the Cowell doctrine but 
also fails to explain why a deductible 
item should be disallowed because it is 
part of a non-deductible transaction; 
it offers no reason for its holding be- 
yond the doctrine itself. The related 
“main and primary purpose” rule of 
the Rassenfoss case suffers the same 
failure to explain, whether applied to 
disallow a deductible or to allow a non- 
deductible item. The doctrine of alloca- 
tion, however, has been properly de- 
scribed as “a rational method of dis- 
tribution of expense.”28 When part of 
an expense has been held to be de- 
ductible, although absolute certainty is 
not required,”® arbitrary allocations are 
to be condemned. The “50-50” division 
made by the Tax Court in the instant 
case may in fact be as velid an alloca- 
tion as possible, but that court seemed 
to base its decision solely on the fact 
that there were two phases of work in- 
volved. Obviously, one part may have 
taken much more time and effort than 
the other.*° It seems that the best so- 
lution to this case would have been to 
remand it to permit allocation to be 
made on more reasonable grounds. -o- 


taxpayer. Beginning with Cohan v. Comm’r, 
39 F.2d 540, 544 (2d Cir. 1930), the doc- 
trine has developed that even though the tax- 
payer makes no allocation and the lack of 
evidence will not permit a precise allocation, 
where, in fact, deductible costs have been 
incurred the Tax Court should make as close 
an approximation as it can. The rationale of 
this view is that to allow nothing is incon- 
sistent with the Tax Court saying something 
was spent. E.g., Rugel v. Comm’r, 127 F.2d 
393 (8th Cir. 1942); cf. Muir v. Comm’r, 
182 F.2d 819 (4th Cir. 1950). The pre-Cohan 
view, which still has life today, would dis- 
allow deductions under similar circumstances. 
E.z., Highland v. Comm’r, 43 B.T.A. 598, 
610 (1941), aff'd, 124 F.2d 556 (4th Cir. 
1942); United Carbon Co. v. Comm’r, 32 
B.T.A. 1000, 1009 (1935), rev'd on other 
grounds, 90 F.2d 43 (4th Cir. 1937); Donald 
v. Smith, P-H 1947 TC Mem. DkCc. 947,137 
(1947); cf. Crowley v. Comm’r, 89 F.2d 
715 (6th Cir. 1937); see Note, 97 U. oF Pa. 
L. Rev. 251, 261-2 (1948); 4 MERTENS, op. 
cit. supra note 3, at 335 and n.26, n.27; 4 id. 
at 340 and n.49, n.1; 4 éd. at 368 and n.63; 
at 340 and n.49, n.51; 4 id. at 368 and n.63; 
4 id. at 483 and n.71, n.72. 

The difference between the two views is 
pointed up by Judge Frank's dissenting opin- 
ion in Hochschild v. Comm’r, 161 F.2d 817, 
820 (2d Cir. 1947). 

28 Helvering v. Stormfeltz, 142 F.2d 982, 
985 (8th Cir. 1944). 

29 See note 26, supra. 

30See Tobacco Products Export Corp. v. 
Comm’r, 18 T.C. 1100 (1952). 
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Mysterious political activities 


in $17 million tax fraud case 


EVER SINCE THE NEW YORK TIMES re- 
ported last May in a front-page story 
that nine men had been indicted in a 
$17 million fraud case, tax men have 
been speculating about what really 
went on, and whether there was any- 
thing to the reports of political efforts 
to help the taxpayers out of their 
troubles. 


The indictment 

The Times, in reporting the indict- 
ment, gave these facts. 

“Among those named in the Federal 
indictment was Hyman Harvey Klein, a 
Baltimore liquor dealer, who parlayed 
a $1,000 wartime investment into more 
than $5,000,000 in profits. In 1948 the 
Government levied a $6,500,000 jeop- 
ardy tax assessment against Klein after 
it was said he was about to leave the 
country. 

In 1952 a House Ways and Means 
subcommittee investigated reported at- 
tempts by several prominent persons 
to settle Klein’s tax difficulties with the 
Department of Justice. Testimony 
elicited that Senator Styles Bridges, 
Republican of New Hampshire, and 
Henry W. Grunewald, Washington mys- 
tery man in tax scandals, had acted in 
behalf of Klein. 

The subcommittee, however, took no 
action involving Senator Bridges or 
Grunewald except to have Grunewald 
cited for contempt of Congress for re- 
fusal to testify about the case. He was 
convicted of the charge and paid a 
$1,000 fine and served a ninety-day jail 
term as penalty. 

The five-count criminal indictment 
was believed to have stemmed from 
the subcommittee investigation. If con- 
victed the defendants face a maximum 
sentence of twenty-five years and a 
$50,000 fine each. 


Klein, who was general manager of a 


Baltimore distillery, was said to be liv- 
ing in Los Angeles. 

Also indicted were Klein’s brother, 
Isidore J. Klein, general manager of a 
Canadian distillery, and Albert Mc- 
Lennan and George Norgan, said to be 
officials of the Canadian holding com- 
pany, all from Vancouver, B. C. 
Others named were Ellis Rosenberg of 
Washington, Hyman Klein’s personal 
attorney; Maurice Haas, attorney and 
certified public accountant, of Mount 
Vernon, N. Y., who told the subcom- 
mittee that he had transferred $1,500,- 
000 for Hyman Klein from New York 
to associates in Canada; Morris O. Al- 
prin, an attorney, of Brooklyn; Irving 
A. Koerner of Great Neck, L. L, gen- 
eral manager of the Canadian com- 
pany’s local office, and Albert Roer of 
Brooklyn, salesman for the company. 

Thomas W. Hill, Jr., assistant United 
States Attorney, who presented the 
evidence to the grand jury, said that 
the defendants attempted to evade $3,- 
200,000 in income taxes by Hyman 
Klein for the years 1944, 1945 and 1946 
by allegedly reporting his income for 
that period as capital gains. 

Mr. Hill said that the nine conspired 
further to evade taxes by setting up 
foreign corporations, at least sixteen in 
Cuba and Panama, to receive profits 
from the sale of Harwood’s whisky in 
the United States during and shortly 
after World War II. 

These profits, Mr. Hill added, were 
made possible by obtaining from the 
Office of Price Administration a price 
permitting the sale of the whisky here 
in excess of that which should have 
been granted by the O. P. A. under the 
then existing regulations. 

The Government charged that the 
profits made in these transactions were 
chargeable to the two Kleins, Norgan 
and McLennan as individuals rather 
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than to the foreign corporations. The 
total taxes evaded in pursuance of the 
conspiracy amounted to $17,400,000, Mr. 
Hill said. 

After the scheme was discovered, the 
indictment charged, the defendants 
made concerted efforts to conceal the 
nature and source of the income they 
had earned in the prior years. 

Several of the defendants, Mr. Hill 
said, concealed checks in large amounts 
for six years before cashing them in an 
effort to defeat the attempts of the 
Government to collect the tax due on 
those sums and other income received. 

In addition, Mr. Hill said large 
amounts of the profits on which no tax 
was paid were reduced to cash and 
Government bonds that were the 
equivalent of cash in an effort to hide 
them from the Government. 

Hyman Klein’s Baltimore tax matter 
is still unsettled. In that case Klein 
paid $1,200,000 in capital gains tax at 
25 per cent whereas the Government 
contends he should have paid a normal 
income tax of about $4,000,000. The 
jeopardy assessment is still outstanding. 

Records of the Internal Revenue 
Service introduced before the House 
subcommittee in 1952 showed that Sen- 
ator Bridges’ interest in the Baltimore 
case began on March 1, 1949 and con- 
tinued to July 11, 1951. 

Senator Bridges explained to the 
committee that he interceded at the 
request of a New York attorney, Wil- 
liam Power Malone, but that no special 
influence was exerted in Klein's 


behalf.” 


The political maneuvering 

Now we are indebted to Douglass 
Cater who gives us the following re- 
port on Henry Grunewald, Senator 
Bridges, and others whose names have 
been mentioned in connection with the 
case. Cater says, in an article “Sen 
Styles Bridges and His Far-flung 
Constituents” in The Reporter (July 
20, 1954), “that Klein was suddenly to 
learn that these two [Senator Bridges 
and Henry Grunewald] had been inter- 
ceding with top officials in the Internal 
Revenue Bureau on his behalf over a 
period of several years. Bridges later 
testified that he was acting at the re- 
quest of a friend who was helping out 
a legal associate who in turn was try- 
ing to do Klein a good turn. Apparently 
nobody ever bothered to tell Klein or 
his attorneys. 

Klein’s troubles stemmed from a 
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wartime enterprise that had involved 
shipping whiskey from Canada into the 
United States while carrying the 
transactions on the books of several 
dummy Cuban and Panamanian cor- 
sorations. In this way Klein had been 
able to justify a considerable price 
mark-up on the liquor. The mark-up, 
the House committee later concluded, 
was in direct violation of U.S. ceiling- 
price regulations. But the scheme 
worked so well that in two years’ time 
Klein and three associates realized a 
profit of approximately $20 million on 
their original four-thousand-dollar in- 
vestment. 

Such a windfall presented some prob- 
lems. The Alcohol Tax Unit of the In- 
ternal Revenue Bureau began to probe 
Klein’s operations. In 1947, when Klein 
sold his share of the Cuban corpora- 
tions for $5 million and paid capital- 
gains instead of income tax, the In- 
telligence Division of the Bureau began 
to look for tax fraud. In early March, 
1948, receiving word that Klein had 
booked passage out of the country, the 
Bureau slapped jeopardy assessments 
totaling nearly $7 million on him and 
his wife. 

Three weeks later, according to the 
office diary kept by Charles Oliphant, 
the Bureau’s general counsel, he and 
Commissioner George A. Schoeneman 
received a visit from Henry Grunewald. 
Grunewald stated, Oliphant later testi- 
fied, that he was representing Senator 
Bridges in the matter of the Klein 
case. Bridges has subsequently de- 
nied it. 

Before the intervention of Grune- 
wald, as many as two hundred agents 
had been assigned to probe the Klein 
empire. It would have been logical, 
following the laying down of jeopardy 
assessments, to intensify that investi- 
gation preparatory to indictment. 
Strangely, after the Grunewald visit 
the investigation lagged remarkably. 
Only one agent from the New York 
office was assigned to the case full time 
between April and August, 1949, and 
for two of those five months he was 
otherwise occupied. At the end of the 
summer, Daniel Bolich, who as Special 
Agent in Charge in New York had 
responsibility for supervising the case, 
was promoted to Assistant Commis- 
sioner of the Bureau. On his final day 
as special agent he ordered the discon- 
tinuance of the Intelligence Unit in- 
vestigations of Klein; the next day, 
under his new authority, he ordered 


the Alcohol Tax Unit 
stopped. 

Bolich’s impartiality was challenged 
when the House committee investiga- 
tors produced evidence that subse- 
quently he lived for a year and a half 
in a Washington hotel suite main- 
tained by Grunewald, drove a new 
Chrysler paid for by Grunewald, and 
over the period 1946-1950, when he was 
dealing with Grunewald on Klein’s 
case and several others, spent at least 
$115,000 while reporting an income of 
less than half that amount. Bolich is 
currently under indictment for income- 
tax evasion. 


investigation 


Efforts to free Klein’s assets 


Despite Bolich’s assistance, Klein 
still needed to get his assets freed. Ac- 
cording to statute, this could not be 
done administratively unless a bond 
was posted or the tax was paid. Klein 
evidently didn’t want to do either. The 
attempts to help him were persistent 
but unrewarding. In January, 1949, 
Bridges paid a visit to the Bureau 
after which its three top officials in 
rapid succession summoned Aubrey 
Marrs, head of the technical staff, to 
report the Senator’s interest. Commis- 
sioner Schoeneman, according to 
Marrs’s testimony before the King 
Committee, was a model of discretion. 
He cautioned that nothing improper 
should be done but that one should not 
forget Bridges’s friendship for the Bu- 
reau. Assistant Commissioner Bolich, 
on the other hand, was more direct: 
“My impression from what he said to 
me,” Marrs later testified, “was that 
“You have got your orders. Now, you 
find some way to do it.’” 

Whether coincidentally or not, both 
Bridges and Grunewald subsequently 
gave thorough evidence of their friend- 
ship for officials of the Bureau. That 
September Bridges introduced a Sen- 
ate measure specifying a pay raise for 
Counsel Oliphant. This, however, was 
defeated by his economy-minded col- 
leagues. (Earlier that year Bridges had 
opposed an increase for cancer research 
with the admonitory words, “We must 
decide between what is desirable and 
what is absolutely necessary.”) The 
following spring, Grunewald took both 
Schoeneman and Oliphant on vacation 
with him at his Miami estate. 

“Shortly before their departure, on 
March 22, 1950, Bridges conferred again 
with these two, and a day or so later 
Grunewald was on the phone to Oli- 
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phant, announcing, “What he [Bridges] 
can’t get away from, they slapped a 
jeopardy assessment on these people 
and put them through all this trouble 
and he is a little peeved about that, 
see? .. . He asked if I could find out 
from you how long it will be before 
the thing is wound up?” 

Evidently the law was inflexible and 
certain Bureau officials, like Marrs, re- 
fused to be pushed around. Bureau 
records show a telephone call over a 
year later between Schoeneman and 
Oliphant discussing a pending visit 
from Bridges to discuss the Klein case. 
In July, 1951, the records contain 
transcripts of several phone calls in 
which Bridges discussed plans for a 
settlement conference on the Klein 
case. 

A few months later, members of the 
King Committee, plowing through the 
interesting and detailed office log of 
Charles Oliphant, were startled to dis- 
cover the evidence of this curious team- 
work between Bridges and Grunewald. 
Although the Committee was never 
able to get the full details of the case, 
its investigations had several impres- 
sive results. Grunewald served a short 
term in jail for contempt rather than 
give frank answers to the Committee’s 
questions. Daniel Bolich is under in- 
dictment, and both Schoeneman and 
Oliphant have resigned from the In- 
ternal Revenue Bureau. The testimony 
of William Power Maloney, the tiny, 
blustery lawyer who, according to 
Bridges, asked his assistance in Klein’s 
behalf, was sent to the Justice Depart- 
ment by the Committee to be exam- 
ined for evidence of perjury. Hyman 
Harvey Klein was indicted by a grand 
jury in May, 1954, for income-tax 
evasion.” 

The foregoing comments by Mr. 
Cater are part of his observations on 
the political career of Senator Bridges. 

As further developments take place 
in the trial of the accused taxpayers, 
we will publish those aspects having 
technical tax substance. —o-- 
[Messrs. Kostelanetz & Balter both 
being on vacation, the foregoing article 
was not reviewed by them. Ed.] 


Tax “informers” doubled 

their tatling last year 

THE INTERNAL REVENUE SERVICE processed 
twice as many claims for informer’s 


rewards under Section 3463 of the Re- 
vised Statutes and Section 3792 of the 
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IRC last year as in the previous year. 
The original appropriation of $500,000 
for this purpose was increased to 
$650,000 shortly before the close of the 
year. 

Under changes brought about by the 
reorganization of the national office, 
the function of processing claims for 
reward was transferred from the Audit 
Service Branch of the Audit Division 
in Washington to the several district 
directors of internal revenue, effective 
June 12, 1953. During the fiscal year, 
there were received in the national 
office 2,691 of these informers’ claims. 


August, 1954 


The claims pending at the end of the 
year are awaiting the final closing of 
the tax cases to which they relate, or 
processing in district directors’ offices. 
A table showing the receipt and dis- 
position of claims for informers’ re- 
wards during the fiscal years 1952 and 
1953 follows: 








1952 1953 
Pending, beginning of period........ 5,388 5,975 
0 Sei ee 1,849 2,691 
Dispositions, total ................0+ 1,262 2,906 
OI - cessacicsasscctseisinbanccseseenicne 1,043 2,297 
Allowed : 
DIE © scnnsensicicisinntistitbimaaie 219 609 
Amount R $649,999 
Pending, end of yeat...........00000-- 5,975 5,760 


New decisions this month 





EXPENDITURES METHOD USED; NEGLIGENCE 
PENALTIES. Taxpayer filed no returns 
for 1945, 1949, 1949 and 1950. He oper- 
ated several businesses but kept no 
books or records. The Commissioner 
computed his income by estimating his 
annual expenditures. The taxpayer ap- 
peared for himself but offered virtu- 
ally no evidence. The Commissioner’s 
computation upheld except on esti- 
mated entertainment expenses. Negli- 
gence penalties sustained. Booker T. 
Brooks, T.C.M. 1954-80. 


INCOME BY NET WORTH METHOD. The 
parties stipulated that taxpayer did not 
keep adequate records of his food 
packing business, and the Commis- 
sioner’s reconstruction of income by 
the net worth method was warranted. 
On the basis of the taxpayer’s educa- 
tion and experience, the Court con- 
cludes that the failure to keep proper 
records and file accurate returns was 
due to fraud. Clarence T. Slaughter, 
TCM 1954-58. 


NEGLIGENCE BUT NOT FRAUD. Negligence 
but not fraud penalties are imposed on 
taxpayer who kept returns prepared 
by a CPA, but did not file them. He 
had suffered three paralytic strokes, 
which impaired his judgment. The tax- 
payer had been convicted of failing to 
file returns and had paid fines. Earl. F. 
Sever, TCM 1954-63. 


PERSONAL EXPENSES CHARGED AS COR- 
PORATE. The corporation’s sole stock- 
holder paid for personal items through 
the corporation and personally entered 
misleading information on the check 
stubs so that the bookkeepers charged 


them to various corporate expense ac- 
counts. These were disallowed and 
fraud penalties assessed. American Rol- 
bal Corporation, TCM, 1954-67. 


Acquiescence — NEGLIGENCE PENALTY 
NOT SUSTAINED. Tax Court found that 
taxpayer relied on advice of a public 
accountant conversant with tax mat- 
ters. Rhett W. Woody, 19 TC 350, Acq. 
1954-21, 4. 


No RETURNS FILED — NEGLIGENCE BUT NOT 
FRAUD. Neither taxpayer nor her hus- 
band ever filed income tax returns. 
The Tax Court determined the income 
from the wife’s property and that was 
taxed to her. There were no joint re- 
turns and no joint liability. Despite her 
conviction in a criminal case for failure 
to file returns, Tax Court holds that 
her reliance on her husband, who ac- 
tually managed their financial affairs, 
was reasonable. Negligence penalties 
however sustained. Agnes W. Grayson, 
TCM 1954-70. 


JURISDICTION. Where the indictment 
was for attempting to evade tax by 
maintaining false records, concealing 
assets as well as filing false returns, 
the judicial district in which are lo- 
cated the residence and place of busi- 
ness is proper. Only when the indict- 
ment is for false filing alone, are the 
offenses triable only in the judicial dis- 
trict where the Collector’s office is 
located. 

No error found in allowing govern- 
ment accounts to appear as experts and 
give an opinion, the trial judge in- 
structed the jury they were not bound 
by the opinion; it is no error to allow 
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accountants’ charts summarizing evi- 
dence to be used by jury. Beaty », 
U.S., CA-4, 6/14/54. 


PLACE OF FILING FRAUDULENT RETURN, 
The Federal Rule of Criminal Proce- 
dure provides that a proceeding shall 
be transferred upon motion of the de- 
fendant if the offense was committed 
in more than one jurisdiction. How- 
ever the Court holds that the offense 
of filing a fraudulent return is com- 
mitted only in the judicial district in 
which the office of the Collector is lo- 
cated. Waring, U.S. v. D. C. Md., 6/ 
1/54. 


STATUTE RUNS FROM ACTUAL FILING DATE, 
The defendant was indicted for attempt 
to evade income tax by filing a false 
return for 1946. Court holds that the 
filing of the complaint on March 20, 
1953 was within the six year statute. 
The return had been placed in the post 
office March 15 and (in accordance with 
custom), was regarded as timely, though 
it was stamped in the Collector’s office 
as received March 20, 1947. Filing 
means delivery to the proper official, 
which in this case occurred March 20. 
The filing of the Complaint on March 
20, 1953 extended the statute so that 
the indictment was timely. DeHardit, 
U.S. v. D.C. Va., 3/12/54. 


RES JUDICATA APPLICABLE IN CRIMINAL 
casEs. An attorney and a deputy col- 
lector were accused of covering up the 
late filing of estate tax returns. On the 
first trial the jury disagreed on con- 
spiracy counts but found them guilty 
on the counts charging each separately. 
Verdict in second jury trial is here set 
aside as to the attorney because the 
crimes charged were so related to those 
of which he was acquitted the matter 
was res judicata as to him. As to the 
agent, the offenses charged are so dis- 
similar that the defense of res judicata 
is not applicable. Cosgrove v. U.S., 
CA-9, 6/18/54. 


No ERROR IN DISTRICT COURT TRIAL. Ninth 
Circuit finds no error in handling by 
District Court of jury trial resulting 
in conviction of physician and wife of 
criminal evasion. The physician had 
instructed his secretary to turn over 
all fees collected in the morning to his 
wife. Only afternoon receipts were de- 
posited and included on tax returns. 
Mitchell v. U.S., CA-9, 6/7/54. 
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TAX PLANNING AND 


Business management 


FOR TAX MEN 


Loss on related activity decision opens new 


opportunities in long-range tax planning 


THE TAX COURT’S DECISION IN THE Di- 
nardo case (22 TC No. 57) helps pin 
down some of the rules about what you 
can and cannot do with related enter- 
prises in working out an over-all tax 
plan. In this case, the court permitted 
medical partners to deduct payments 
made to meet losses of a non-profit 
corporation operating a private hos- 
pital for- the exclusive use of the part- 
nership’s patients. The Tax Court’s 
reasoning here was that these pay- 
merits were for the purpose of protect- 
ing and preserving the partners’ in- 
come from loss or dimunition. 

We get three rules from Dinardo. In 
trying to figure out whether your re- 
lated activity will qualify as a deduc- 
tion, you had better be prepared to 
prove that the related activity is clearly 
for the purpose of protecting income 
earned, and not for the purpose of 
promotion or development which will 
ultimately create new income. 

The problem presented in Dinardo 
is specialized in that doctors cannot 
practice as a corporation, hence are 
denied the opportunity to have an inte- 
grated corporate setup. They were thus 
required to deal with a related cor- 
porate enterprise to achieve the cor- 
porate advantages for that part of their 
activities which were eligible for this 
form of business. In the case of a non- 
professional activity where there is no 
particular reason why a major activity 
cannot be incorporated, it might be 
necessary to place special emphasis on 
the closeness of the related activities 
business to the taxpayer’s main in- 
come-producing activity. 

Another element you must include 
in your planning if you want to insure 
deductibility: of expenses for related 
businesses, is a reasonable showing that 


the main source of income involved 
would be seriously interfered with, if 
the related enterprise were not. con- 
tinued. 

The Court points out that when all 
three of these conditions are satisfied 
it is not .important that the taxpayer be 
obligated to assume the deficits of the 
related enterprise. 

A tax plan involving this kind of 
related-activity deduction is a little 
risky because of the fineness of the 
line separating deductibility from non- 
deductibility. However, it can be done, 
and is most useful in certain situations. 
The Denardo decision is recommended 
reading, especially for the other au- 


thorities cited in the opinion. —o— 


Tax effects of leasing, v. 


owning autos & trucks 
JOHN W. ROLLINS HAS A HIGH-POWERED 
pitch for the virtues of fleet-leasing of 
automobiles in the current Harvard 
Business Review (Vol. 32, No. 4). His 
views on the tax and depreciation 
aspects of this question are interesting, 
and, of course, basic in any serious 
analysis of the question. He says this. 
“A double tax-cost advantage can 
result from a truck or car leasing con- 
tract. The yearly payments made to the 
lessor constitute a business expense, 
wholly deductible from the gross in- 
come of the lessee before net taxable 
income. The actual depreciation sched- 
ule of some firms is not always satis- 
factorily reflected in the uniform 
schedules of the Internal Revenue 
Bureau, in many cases because of un- 
usual local conditions which shorten 
the asset’s life. With leasing, the faster 
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depreciation will tend to be calcu- 
lated into the rent and thus become 
deductible from income without need 
of proving actual depreciation. 

“But tax liability, important as it is, 
is only part of the policy problem. De- 
preciating a car or truck according to 
its physical life is frequently very un- 
satisfactory. No company can afford to 
run its vehicles into the ground as it 
may be able to do with other units of 
its plant investment. Too often the ve- 
hicles affect customer relations and the 
general introductory impression that 
the company conveys to the public. 
Trade-in values become the major con- 
sideration; and, willing or not, the 
truck or car user is obliged to become 
a speculator in the used-car market. 
A drop in this market shows up in 
next year’s balance sheet. 

“For many years fleet-leasing com- 
panies had no answer to this problem 
of falling trade-in values. Some of the 
leasing contracts contained a so-called 
‘reserve fund’ provision, whereby the 
lessee took the loss for unforeseen de- 
clines in the used market, and many 
contracts are still drawn this way. 
Under such an arrangement, typically, 
2% of the original cost of the vehicle 
is set aside in a reserve fund each 
month, plus 1%. rental; then, at the 
end of the year, if the actual deprecia- 
tion exceeds the amount in the re- 
serve, the company that leases the 
vehicle is obligated under its contract 
to pay the difference. Obviously, with 
prices falling in the used-car markets, 
as is the case today, such contingent 
liability represents a major obstacle to 
rational cost estimates. 

“Fortunately, the newer plans of leas- 
ing can also serve to eliminate this 
contingent liability. With a slightly 
higher monthly rental rate, the lessor 
assumes the entire burden of any falls 
in the used-car market. (Note that this 
particular arrangement is usually 
available only on large long-term con- 
tracts and to prime-risk companies.)” 

Mr. Rollins, who is Lieutenant Gov- 
ernor of Delaware, is one of the pio- 
neers in large-scale fleet leasing. —o— 


Fee for guarantee 


subject to excise taxes 

THERE’S FOOD FOR THOUGHT FOR THE TAX 
PLANNER in the recent Court of Claims 
(June 8, 1954) decision holding that 
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General Motors was liable for excise 
taxes on the $5 per unit charge made 
for a warranty on its Frigidaires. Gen- 
eral Motors contended that the $5 
charge was a sale of “something else” 
than the refrigerator, and hence not 
subject to excise tax. The court says 
that because it was impossible for the 
purchaser to buy the refrigerator with- 
out the warranty, that this argument 
will not hold. The court says that the 
“something else” must be an item for 
which a price may be determined in 
some way other than an arbitrary 
assignment by the seller in cases where 
the buyer has no choice and therefore 
no part in fixing the price of the 
“something else”. 

In any case, the court did allow 
General Motors credit for the cost of 
fulfilling the warranties, which 
amounted to about $4.5 million out of a 
total of $10.5 million collected from 
purchasers. 

While the excise tax involved in a 
situation of this kind is relatively small 
the alert tax planner will recognize 
here the need to set transactions up in 
such a form as to achieve the antici- 
pated and desired tax results. It seems 
pretty clear in this case that if the 
warranties had not been obligatory on 
the purchaser, the excise tax would not 
have applied. In view of the two dis- 
senting opinions in this General Motors 
case, it might be reasoned that ways 
could be found to strengthen the con- 


tention of “something else”. —o— 


New decisions 


TAX-FREE ORGANIZATIONS. Educational 
and charitable organization, dependent 
largely on its founder, had made gifts 
in prior years in excess of its income. 
It proposes to accumulate capital gains 
and a small part of other income to 
restore capital over a ten year period. 
It is held that such accumulation is 
reasonable and will not result in denial 
of its exemption. Rev. Rul. 54-227. 


TAX-EXEMPT ORGANIZATION MAY ESTAB- 
LISH SEPARATE CHARITABLE FUND. An or- 
ganization which is exempt from tax 
but which does not receive deductible 
contributions because it is not charita- 
ble or educational may establish a sep- 
arate fund which can qualify under 
Sec. 101(6) so that contributions to it 
will be deductible. Rev. Rul. 54-243. 
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New decisions - mining and excise taxes 





DiscovERY vALUE—Acquiescence—Tax 
Court had found that date of dis- 
covery was date when the commercial 
grade of the deposits, their probable 
extent and profitability became clear. 
On the date so found, the taxpayer had 
an economic interest in the property 
and was therefore allowed discovery 
depletion. H. M. Holloway, Inc., 22 
TC No. 40, Acq. IRB 1954-23,4. 


SALES MAKE A BUSINESS—IN POWER 
SHOVELS. During 1946-1949, power shov- 
els (cost $75,000 to $100,000) were hard 
to get. The taxpayer, a strip-mine op- 
erator who ran several other busi- 
nesses also, ordered 11 shovels on 
$1,000 deposits. Four of these he was 
able to sell at a substantial profit in 
1947 and 1948, but sold 3 at a loss in 
1949. The Tax Court found that the 
taxpayer advertised and travelled and 
was known as a power shovel dealer. 
The 1949 loss was incurred in operat- 
ing a business and could be carried 
back. (Incidentally, the taxpayer re- 
ported his 1947 and 1948 gains as short 
term capital gains, obviously hoping to 
establish a precedent for capital gains 
treatment if he had later a long term 
gain. When 1949 developed into a loss, 
this position may be one reason why 
he had to go to Tax Court). James 
Palermo, T.C.M. 1954-74. 


BricK IS FIRST MARKETABLE CLAY PROD- 
uct. Taxpayer claimed percentage de- 
pletion, 5% of the gross income from 
mining clay. It computed the gross in- 
come as the proceeds of sale of brick, 
which it claimed was the first com- 
mercially marketable product obtained 
so that the crushing and baking proc- 
esses were treated as part of the ordi- 
nary treatment process applied by mine 
owners. The Tax Court agreed that 
this procedure was correct since there 
was practically no market for raw clay. 
The Commissioner had followed the 
regulations and allocated income over 
the entire process in accordance with 
costs incurred and computed depletion 
on that value for the raw clay. The 
exception in the statute for determin- 
ing the value of crude products not 
customarily sold in that form applies 
only to ores, and the Court holds that 
clay is not an ore. Cherokee Brick & 
Tile Company v. U.S. D. C. Georgia, 
6/4/54. 


PAYMENTS TO CONTRACTORS WITHOUT 
ECONOMIC INTEREST DO NOT REDUCE PER- 
CENTAGE DEPLETION. After certain of its 
property had been deep-mined and 
partly strip-mined, taxpayer engaged 
contractors to strip-mine it for a fixed 
payment to them per ton delivered. The 
Tax Court holds that since the price 
was fixed and independent of the mar- 
ket price of coal, the contractor had no 
economic interest in the coal in place, 
Moreover, the taxpayer could termi- 
nate the contract at its option. Conse- 
quently, the taxpayer is not required 
to deduct the payments to the con- 
tractor in computing its gross income 
from mining, on which percentage de- 
pletion is allowed it. Mammoth Coal 
Company, 22 TC No. 73. 


COAL OPERATOR NOT ALLOWED DEPLETION 
ON GROSS PAID TO STRIPPER. The taxpay- 
er owned coal land but the actual min- 
ing work was done by a contractor 
under a two-year lease. The contractor 
was paid $3.05 a ton delivered to the 
tipple plus 75% of any increase in 
coal sales price. The Tax Court finds 
the contractor had assumed risks and 
responsibilities which gave it an eco- 
nomic interest in the coal in place. 
Hence the taxpayer must compute its 
percentage depletion on its gross in- 
come from mining less both royalties 
paid and amounts paid the contractor. 
Winfield Mining & Contracting Com- 
pany, T.C.M. 1954-76. 


REFUND OF ESTIMATED LIQUOR TAX. The 
taxpayer deposited with the Collector 
of Customs an estimated amount to 
cover import duties. After the last 
withdrawal was made the Collector de- 
termined the balance due the taxpayer 
but failed to notify him of it for sev- 
eral years. The Court holds that the 
notices sent were, in effect, promises 
to pay which started the statute run- 
ning and claims filed within six years 
were good. Schenley Import Corpora- 
tion v. U.S., Ct. Clms., 6/8/54. 


STAMP TAX ON DEBENTURES PRIVATELY 
PLACED UPHELD. The Court interpreted 
notes for $800,000 and $400,000, payable 
to an insurance company, as deben- 
tures or certificates of indebtedness 
and subject to stamp tax. Knudsen 
Creamery Co. of Calif. v. U.S., D.C. 
Calif., 6/17/54. 
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